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Since 1949, the Armed Services Prociirement Regxilatioa has contained 
a very brief statement of the principles relating to the allowability of manu- 
facturers' costs for use in connection with payments under contracts which are 
on a cost reimbursement baisis. This statement has contained principally three 
listings, first, those types of costs which are regularly allowable, second, 
those which are regularly unallowable and, third, those which are allowable 
only to the extent specially treated in the contract. The regulations have con- 
tained no principles or policy guidance with respect to the method of dealdag 
with costs or cost estimates in contracts of types other than cost reimbursement 
contracts. 




Fo^r nearly five years there has been increasingly intensive pressure 

on the Department for the development of a new set of cost priaciples which 
would both give more detailed and precise policy guidance in the treatment of 
many cost elements and woxild be applicable to all types of contracting or con- 
tract settlement situations. Specifically, the adoption of such a uniform, 
comprehensive set of cost principles has been strongly advocated by the House 
Appropriations Conamittee, the Comptroller General of the United States, and 
the Hoover Commission. 

We-have been in the process of developing such a comprehensive set 
of cost principles for several years. However, as I am sure you will recognize, 
this is a highly complicated and controversial subject and one which generates 
a wide vari<5ty of different views as to the treatment which should be afforded 
each detailed cost element. As a result, the obtaining of a degree of agreement 
on this set of cost principles has been a slow process. By last.faU we had 
obtained sufficient agreement among the different elements within the Department 
of Defense to be able to issue a draft of the proposed principles to various indus- 
trial groups for their comment. These comments, which for the most part were 
quite critical of the proposed draft, have been reviewed, evaluated and thoroughly 
discussed with Assistant Secretary McNeil and the Materiel Assistant Secretaries 
of the three miHtary departments preparatory to our undertaking discussions 
"^tli industry groups in an effort to resolve our differences to the- extent practical. 



-Pjio'^ tf our discus sions with industry I beHeve that you should he 
of the policy approaches that we propose to take. 

The industry coWent was critical with respect to each element of 
cost, such as the cost of institutional anid product advertising. Which we had 
felt should not be charged to the government but which industry considered a 
normal cost of doing business. In other words they considered that aU notmaf I. 
and proper costs of doing busineVfl a Wd b^ kiw^rf ri^mtlirrrm 
^iggg5.B5YJjS:SJ^«..^^%so^aB^ imdey the contractor 'slTccountin r ^ 

^ ^ co8t«*tdearly;have Mtidig 
conduct trf government business. We feel that there are some costs, such as 
advertising or allowances for bad debts, which although necessary ik the 
conduct of the busmess should n6t be allocated to government contracts 



The industry comment also made it clear that, so long as there -^^rm 

ofcosl£.rmca,i^^^^ 
ot^J?^S?^^5ted :'fixed price" 

this opposition seems to bTSj 




that the use of post principles in these situations will lead to formula pricing 
ra^$r.t^.tia$.,*i[p.^att.q^^ 

included m the cost principles thimselveiT of the method! of use of these 
principles m the pricing or settlement of these cofitraets is adequate to 
-te-ure that they will not damage the negotiation process. ' ' 



IR our meetings with Mr, AdcNeil and the Alateriel Assistant 
Secretaries consideration has been given to to«na- twenty issues which wert 
raised by industry. We have come to agreement among ourselve. on all 
but one. On several of these issues we have agreed to accept the industry. 
viewpomt whereas in a number of others we believe that we should not 
accept that viewpoint. 

Tab A, attached, is a summary of the one remaining issue on whiclt 
we do not have internal agreement and on which we seek your advice. . This 
hae to do with the allowabiHty, as a part of total compensation to employees, 
primardy mvolvmg executive compensaticm, of that portion which is dependent 

^^jZ^'^'^'^'^^Ir^rV^''' The Air Force is opposed to allowance whereas 
the Army. Navy, ASD(Comptroller) and ASD(Supply and Logistics)* favor 

This problem has been with us for several year a and it was previously 
decided by Mr. Wilson that such «g,enses should not be allowed as costs. Tho 
question is again raised by the industry comment and there is again alack of • 
agreement. The arguments on this subject are included in Tab A. 




^^Tab B, attached, represents an identification and evaluation n-f 
m^^cant remaining issues with industry. laterna^Ty ^l areTcoL 
plete agreement that these industry views should not be accepted i^the 
proposed regTilation. «. ue accepted xn the 

^' " ^ identification of the principal changes to 

which we have agreed as a result of the industry coimaentj. 

Tab D, attached, is our timetable for the completion of tWc 
project and the issuance of this section of the regulation. 



■TEilklNS McGXJIRe' " ■ ^ 
Assistant Secretary of Defense 
(Supply and Logistics) 

4 Inclosures • 
Tabs A, B, C and D 
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TAB B 




-Identification and Evaluation of the Significant Remaiaiag lasues 
' - with Industry 



ISSUE 1 



Should there be an attempt to get uniformity of cost treatment in all of 
the various types of -contractual situations where costs are a factor in pricing? 



^dustry Position 

With very slight exceptioii industry agrees with the objective of uniformity 
of cost treatment but is seriously concerned Ust the application of these prin- 
ciples lead government contracting personnel to resolve controversial points of 
negotiation by unilateral accounting solutions rather than by overall bargaining. 
Specifically they fear that the description, contained in the document itseU. 
of the "appUcability" of these cost principles to fixed price types of contracts 
may lead to formula pricing rather than to negotiation based upon factors other 
than estimated costs. 

Government Position 

^^•'^^ The "appUcability" section of these cost principles makes it clear that 
they are for use only when costs are a factor in pricing. They do not enlarge, 
or even affect, the number of types of transactions where costs are to be con- 
sidered nor do they suggest that a specific treatment of costs shall be paramount 
to other considerations in cases where estimated costs are one of several factors 
affecting the negotiation. The present guidance, contained elsewhere in ASPR, 
with respect to negotiation and pricing techniques and methods (which has the 
soUd support of industry) remains in effect and is the basis for judgment as to 
when costs or cost estiiiiates should be importantly considered in pricing. It is 
only when costs arft considered that tiiese cost principles apply. Hence it is not 
felt that tht danger of formula pricing would be Increased by the adoption of 
these principles. Rather, they would encourage a consistent treatment of costs 
where costs are dealt with at all. However, we have agreed to revised language 
to make these pbints completely clear (See Tab C, Item 1). 

ISSUE 2 

Should the cost principles provide for the non-acceptance by the govern- 
ment of any cost which is normal, legal, and reasonably necessary in the 
conduct of the contractor's business? 



IndvLBtTY Position 




Ijj general the industry view was that the government should accept its 
rata allocation o£ aU normal and necessary costs of doing business. This 
view was very generally stated by all industry's groups as well as by the 
Comptrollers £utitute. 



Government Position " 

This is probably the most difficult issue to resolve to the satisfaction of 
all parties. As a generality we agree that we should accept our share of the 
normal expenses of doing business. Nevertheless the difference between com. 
mercial business and government business is such that certain types of expense 
should not be allocated to us no matter what the accounting system of the contractor 
normally provides. Examples of such expenses are entertainment expense and 
Teaervea for commercial bid debts. We haye also considered that certain other 
individual es^ense items such as product and institutional 'advertising and contri- 
)^ butions and donations, should n6t be accepted by the government. ' 




ISSUE 3 • 

Ued to Issue 2- is the additional question as to whether the government 
rVulFPestion the "reaisbnableness" or "allocability" to goverrment work of a. 
cost which is. haadled consistently under the contractor's norma* accounting 
system in accordance with "generally accepted accounting principles". Stated 
differently,, thia question is whether the cost principles sKould contain rules or 
guidelines for determining the "reasonableness" or "allocability" of various 
cost elements' or whether iwa should accept, as the criterion, "generally accepted 
accounting practices". 



]&idu8try Position 

Industry feels strongly and nearly uniformly that "reasonableness" and 
"allocability" of costs should be governed by good accounting practice as re- 
flected in going accounting systems and that the government should not adopt 
•pedal tests or criteria which require significant variations in Induf try's 
accounting systems. Hence, they feel that the cost principles should not attempt 
to prescribe how to evaluate the "rea«onableness" or the "allocability" of any* 
element of cost and, above all, that' we should not say that a cost is,aot allocable 
to us. 



Government Poslllipii 

^'Generally accepted accounting principles'' are broad standards for the 
evaluation of the finan cial position of an enterprise and for the measurement of 
income and eacpense over a given period of time. Thus a system may be main- 
tained in accordance with such principles and fulfill the requirements of manage- 
ment^ the stockholders, the taxing authorities, and others, and yet not yield cost 
data satisfactory for cost reimbxirsement or to support pricing judgments without 
some adjustments. Accordingly what may be "good accounting practice, " for 
the purpose of determining the company's overall income and expense may be 
inappropriate when determining the price to be charged a particular customer 
or cl'^ss of customers. 



ISS UE 4 

They proposed cost principles point out that when we are buying from 
companies or industries actively engaged in commercial competition, we 
normally rely on the restraints of competition to assure that certain items of 
expense, such as general research, are kept by management decision within 
reasonable bounds. However, where we are dealing with firms whose work is 
exclusively or predo min antly with the government such competitive restraints do 
M^^xist. To provide appropriate control in such instances and to avoid unex- 
HHbd disallowances of costs by the government, the cost principles suggest that, 
wuh respect to elements of cost where reasonableness is hard to determine, 
particularly with contractors whose work is predominantly with the government, 
there should be advance agreement as to the extent of allowability of such costs 
and that such agreements should be incorporated in the contracts. The issue 
is whether this provision is sound. 



Industry Position 

The industry coznment generally objected to this provision on the ground 
(a) that it favored companies in a strong negotiating position, (b) promoted lack 
of uniformity of treatment and (c) limited management's discretion to make sound 
business deciaions by reqidring approval in advance of incurring legitimate 
business es^enses. 



Government Position 



The industry comments seemed to assume that a failure to negotiate and 

agree on such costs would render them unallowable. This is erroneous. They 
HK be unallowable only if subsequently found unreasonable which would not 



happen if there had been an agreement. This point can undoubtedly be cleared 
by a clearer rewrite of this section of the principles. Nevertheless, the bai 
juet^wiU to some degree renaain* We consider it. highly desirable that there 
an advance agreement on the groimd rules when we are dealing with traditionally 
diffictilt questions of cost particularly where there is no motivation through -the ' 
needs of competition to keep such costs within normal and reasonable limits. 
This will not lead to any less uniformity of treatment, probably to more, than 
we would have by complete reliance on the concept of "reasonableness*^ advocated 
in the industry comments. As to the infringement on management decisions we 
are simply telling management that,' if they want reimbursement from us for 
exceptional or xmusual expenses in these troublesome fields, they should get out * 
concurrence. The only way we could avoid such infringement would be to allow 
whatever they spend without regard to our judgment as to reasonableness. 



ISSUE 5 

The subissues which follow have to do with our treatment of specific 
elements of cost.. There are a number of minor points which are not considered 
in this paper. The following are the significant points which were commented on 
adversely by several or most industry groups. 



ivertising Costs 



Industry Position 

The industry comment strongly urged the allowability of institutional 
advertising in all media on the ground that it stimulates interest and the pursuit 
of careers in. engineering and science, affects employee relations and, by keeping 
the company before the public assists the company in other ways which are of 
indirect advantage to the government, as inmaJdng it easier to attract investment 
capital. To a lesser extent industry urged the allowance of the costs of product 
advertising on the ground that the government benefits through cheaper prices 
for . defense work from the creation of mass markets for conimercial products. 



Governmezt Position 




Product and institutional advertising are essentially selling expense 
and are designed to influence the general public* The costs thereof should be 
allocated to that portion of the contractor's business which is conducted with 
the general public. We have consistently held to this position for many years.. 
^Vfe have, however, allowed advertising in trade and technical journals, provided 
lets are not off ered for sale. This we propose to continue. 



m 




5 b> Compensation for Personal Services 

^ k (i) Compensation dependent upon oir measured by profits* See Tab A* 
(ii) Stock Options. 

Industry Position 

Stock options are a proper means of compensating employees, they 
lare recognized as costs by generally accepted accounting principles and, under 
jsome circumstances, are deductible for taxpurposes* 



Government Position 

Stock options are not a cost of doing business in that they do not get 
Jon the contractors* statements of income and expense* In the form in which they 
^are currently used by industry they are not deductible by the employer as a cost 
for tax purposes* They should not be allowed as a cost for pricing purposes* 



Contributions and Donations 




f?ndustry Position 

The maJdag of coutxibutioas is esseaxtial to the conduct of a buaiaess 
id the failure to do. so adversely affects the contractor's standing in the com- 
^ Luaity and» hence, his employee relations. Such contributions aid in the . 

°^ technical education and scientific researoli. These costs are 
^^eductible for tax purposes. 



Government Position 

The -allowance of contributions; and donations would put contractors 
^ the position of being able to give away the government's money. They bear 
p relation to the conduct of government work* As a matter of governmental V 
iHcy these costs have never been allowed under any prior co st principles *t 
lid we feel that we should not change this policy. 




V y % 



d. Interest 



-^ "tadustry Position 



AH industry comment indicates the belief that the interest on bor- 
rowings made necessary by our contracts shonld be allowed as a cost against 
o\ir contracts • 



GovertiTTient Position 



It is felt that the allowance of interest as a cost would provide a 
preference for one method of obtaining capital requirements over other methods 
and therefore would provide an incentive for borrowing for the performance of 
our contracts even where our cash requirements could be met out of available 
capital* The extent of capital requirements of our contracts should be con- 
sidered in the fixing of fees or profits (See tab C, Issue '2)^ >f ^ 



5 e> Plant Reconversion Costs 



Industry Position 



Reconversion from defense work to civilian work may be very 
t:^ unusoialiy heavy expense is involved, allowability should not 
Se precluded- by the cost principles* 




Government Position 

The government does allow all initial set-up expense as a charge 
\ to its work* In addition it allqws the cost of removal of special govermnent 
^furnished machinery when special installations, such as larg€i concrete founda- 
tions, are involved* This is considered equitable and it is felt that we should 
continue the policy of requiring that, upon completion of government work, 
set-up or make- ready expense for commercial work be charged against 
ensuing production* 



f# Research and Developmen- 
Industry Position 

Under the r^iffo«^^ ii<i; « »^fWj«ni'pi > « pTiyin research is allowed on a 



n 



/a. 



grated basis as a charge against any contracts. Product research-or 
Hftpment is aUowed only as a charge against the product or product line 
--BCh is benefited. Product research or development is not aUowed as a 
charge against government research contracts. Some industry comment 
opposed the distinction between pure research and product research 
claiming that this would require a difficult segregation. Others felt'that 
product research should be aUocable to government research contracts. 
Others* ^iLm.ir"1^r^^f " ■^^'^'"r^'ft Tndnotr ie«-A— ociatianr objected to the* 
requirement for negotiation to predetermine reasonableneaa of p«.n — ^ 



„ aUov^ce of pure research to the extent of reasonableness 
"new. Previously it was not allowed unless specially agreed oh. Product 
research has been allowable as part of the price of products which are " 
benefited. We feel that this is a reasonably clear nncompl«c segre- 
gation and that, for instance, the sale of an atomic reactor should not bear 
any part of the cost of developing a new line of refrigerators. Recent dis 
cussions With various industry groups seem to indicfte a bet^er^d'rst^din^ 
and more willing acceptance of this principle than the initial wriSn «^T^f 
abpwed. The point raised by the AIA with respect to t^nrca^it for^""*" 
agreement on reasonableness is covered under Issue 4 above ^ ^ 




5 pr. Trai^j ^g and Educational Costs 
. Industry Position 

The proposed cost principles: 

(i) aUow in-training and out-training at vocational and; 
non-coUege levels., ' 

, (ii) aUow jgart-time, technical^^ engineering and scientific ■ 
educauon, including materials, textbooks, fee.^^^ 
and. If necessary, straight time compensation for 

attendance of classes during working hour a for 2 hour, 
a week for the year (1 course). 

(iii) allow post-graduate tuition, fees, materials for full-time 
scientific and engineering education (BUT NO SALARY OR 




TAB C 




Issues on- 'WMch the Industry Views Have Been Adojated in Whol« 
' , or in Part 



Industry Pbsiticm 



Industry strongly approves the existing section of ASPR that describes 
our aegotiatioa and pricing policies. These policies emphasize negotiated 
bargaining toward reasonable overall pricing. The industry comments express 
the fear that the proposed new cost principles woxild undermine this policy 
and lead to formula pricing based solely on audit reports. * 

Government Position 



Since the intent of the proposed draft was to continue our existi^ 
pricing policies and since this intent was riot imderstobd from a reading of: 
the drafts the^^AppHcabHity" section of the draft is being rewritten to make 
this intent clear and, hence, to accommodate the industry viewsw 



^dustry Position. 




4 



Industry strongly urges that interest on borrowings be allowed as 



Governnient Position 



While we do not feel that we shoiild accede to this position (See. Tab B, 
Issue 5 d), we have emphasized, elsewhere in ASPR, that the extent of the 
contractor's capital investment in the performance of the contract shall be. 
takbtx into account in negotiating the amount of fee or prdfit.^ ' 



; Industry Position 

: Lidustry felt that the treatment of overtime pay, extra pay shift pre- 
^^niiums and mxilti,- shift premiums was unnecessarily complicated isind would 
^lead to, cozifusion among the services to the disadvantage of industry* 

Government Position 



Since the original submission of the draft for industry commeiitB,. the 
Impolicy with respect to overtime, extra pay shifts and multi-shifts has been 
' -j^greatly simplified in its administration and this simplification, carried into 
" principles, satisfies the industry objection^ 




/ 




iBBuea on IVMch the IndustrY Views Have Been Adopted in Whol^ 

or in Part 



U ladnstry Pbsition 

Lidustry strongly approves the eadsting section of ASPR that describes 
our negotiation and pricing policies. These policies emphasize negotiated 
.bargaining toward reasonable overall pricing. The industry comments express 
the fear tha^t the proposed new cost principle is would undermine this policy 
and lead to formula pricing based solely on audit reports. * 

Government Position 



II 



Since the intent of the proposed draft wa« to continue our existing: 
pricing policies and since this intent was not understood from a reading of 
the draft* the "Applicability" section of the draft is being rewritten to make 
this intent ielear and, hence, to accommodate the industry views. 



Iftdustry Position . 

Industry strongly urges that- interest on borrowings be aUowed as 




Govemnient Position 



I While we do not feel that we should accede to this position (Sek Tab B , 

1 1ssue 5 d)» we have emphasized, elsewhere in ASPR, that the extent of the 



f 1 1 contractor's capital investment in the performance of the contract shaU be. 

'•:,}■ takea into account in negotiating the amount of fee or profit*. ' 

• • . .r .... ... .. . .. 

•'4- 

3<a Industry Position 



\ Industry felt that the treatrnent of overtime pay, ^^^j^a. ^^^j nau.^ pre- 
>^^n:dums and mtdtir shift prenuums was unnecessarily complicated ^d woxild 



extra pay shift pre- 
« — — — .— . . 7^ - jT" " ■ ' iiiii i ^^y^g^A ww^nplicated ^nd 

|lead to. coxifusion among the services to the disadvantage of industry.. 



Government Position 



Since the original submission of the draft for industry comzke^ts^ the 
^: policy with respect to overtinle, extra pay shifts and moilti-shifts has been 
VVgreatly simplified in its administration and this simplification, carried into 
.principles, satisfies the industry objection^ * 




SUBSISTENCE), for bona fide employees for one school 
year for each employee so trained* 

(iv) disallows grants to educational institutions since sucH 
grants are considered donations. 

In connection with (ii), industry objects to the limitation of 2 hours a 
■ t^eek for the study during working hours . 

In connection with (iii), industry objects to the non- allowability of salary 
^d subsistence* Finally, industry objects to the non-allowance of grants 
''^in(iv)- 



Government Position 

The above policy was developed cooperatively by the procurement, 
xnanpower and research interests of OSD and the military departments* 
During the development ievery aspect of the problem was reconsidered and ^ 
the above was adopted as being a reasonable treatment under today ^s cir* 
'cumstances. ^' • 



It was f eit^ . in conaectioii witli (ii), that this sort of activity 
be accomplished outside of working hours, but instances were found 
in which this was not possible* Two hours per work week appeared to be a 
reasonable solution^ In connection with (iii) above, allocabUity of this 
expense against Government contracts is a tight (question* As a xnatter of 
policy, thereforer, we sought a reasonable solution and one in whicli a 
discipline to reasonableness would be provided* Sharing of the esqpenses 
provides this incentive* .GrantSr in (iv) above, were disallowed on the 
basis that grants are ia fact donations and shduld be allowed oz^y if conr 
tributions generally are allowable (See Item* 



O 





TAB D s 



Timetable for Completion 



July 1958 
September 

October 



Meetings with industxy asaociations 



Completion of revisione •temming f rom 
meetings with industrT* 



Coordination of final proposal internally 
and with General Accounting Office 



Noveraber 



Publieation 



12/9/58 



TITLE OF SECTIOT 



In order to avoid the charge that ASPR Sec* XV is not "Cost Principlea" 
as the present title ^uld indicate^ 'we recommend that the title be changed 
to "Contract Cost Principles and Procedures." 



Modify l5*20U«l(b) of the 21 August draft to read as follows r 

"♦♦♦Such agreement may be initiated bjr contracting officers individually or 
jointly for all defense work of the contractor, as may be appropriate* Any 
such agreement should be incorporated in cost-reimbursemeiit type contracts 
or made a part' of the contract file in the case of negotiated fixed-price 
type contracts, and should govern the cost deteminations covered thereby 
throughout the perfonnance of the related contract. The absence of such an 
advance agreement on any element of cost will not, in itself, serve to make 
that element either allowable or unallowable* However, the nature of certain 
costs is such that advance agreements are normally essential* These aret 

(i) precontract costs (ASPR 15-20U*2 (dd))} 
(i±) royalties (ASPR 15-20U.2 (Jj)); 
(ill) travel costs, as related to special or mass personnel 
movement (ASPR l5-20U*2(ss) (5)) J 

Examples of others for ^diich such agreements are nomally appropriate, though 
not essential, arer 



(vij 

(YiiJ 



use chwrgea for fully dlBprisciated assets (ASFR 15-20U«2 (i)(6))j 
compensatlbn for personal services (ASPR 15-20U«2 (f))} 
deferred maintenance costs (ASPR 15-20U.2 (t)(l)(ll))x 
research' and derelopaent costs (ASPS 15-20U«2 (11) (6)}) and 
selling and dlstribmon costs (ASPS 15-20U*2 (kkKS))*" 



DIRECr CCSTIKQ 

i ' . . ■ . . ■ 

I : 

In order to take care of a concept which had been inadvertently omitted 
and to avoid duplication of charges under certain circumstances, we recomiend 
addition of the following sentence at the end of 15-202 ( a) t 

l$-202(a) Addt 

^en items ordinarily chargeable as indirect costs are charged to Qovemment 
work as direct costs, the cost of like items applicable to other work of the 
contractor must be eliminated from indirect costs allocated to Qovemment work*^ 




12/9/58 



ADVERTISING 

1$->20U#2 Ustlpg of C03t8 > 

(a) Advertising Costs^ 

(1) Advertising coats include the cost of advertising media 
and corollary^ administrative costs* Advertising media include magazines^ 
newspapers, radio and television programs, direct mail, trade papers, outdoor 
advertising, dealer cards and vindov displays, conventions, exhibits^ free 
goods and samples, and sales literature* The f olloving advertising costs are 
allovablet 

(i) Mvertising in trade and technical journals, 

provided such advertising does not offer specific 
products or services for sale but is placed in 
Journals which are valuable for the dissemination 
of technical Information within the contractor's 
industry; and 

(ii) help wanted' advertising, as set forth in (gg) below, 
when considered in conjunction with all other 
recruitment costs* 

(iii) costs of participation in exhibits sponsored by the 
Qovemment for the purpose, of developing military 
applications of products* 

(iv) advertising relating to accomplishment of the 
contract mission for the purpose of obtaining 
scarce materials or eqidpment, or disposing of 
scrap or surplus materials* 

(2) Except as provided in (iii) and (iy) above, all advertising 
which offers products for sale is unallowable* 



C Offl ' RlBU T lUW S AND DONATIONS 

t ; . ■ 

Reasonable contributions and donations to established nonprofit charitable 
ogazdzations are allowable provided they are expected of the contractor by the 
community and it can reasonably be expected that the prestige of the contractor 
in the ccomunity would suffer through the lack of such contributions* 

The propriety of the amount of particular contributions and the aggregate 
thereof for each fiscal period must ordinarily be Judged in the light of the 
pattern of past contributions, particularly those made prior to the placing 
of Government contracts* The amount of each allowable contribution must be 
deductible for purposes of Federal income tax, but this condition does not, 
in itself. Justify allowability as a contract cost* 



TAB A 



12/9/58 




INTERSST as BCBROWINGS 



Proposal t Maintain tmallowability of interest as a COST, but revised profit 
policy appearing in ASPR 3-808 •U bjr adding a new subparagraph (d) and 
reletterlng the remaining subparagraphs* The inserted paragraph ^11 read: 

«d# Extent of the Contractor's Iavesfaent» 

The esrtent of a contractor's total investment in the performance of 
the contract will be taken into consideration in the fixing of the amount of the 
fee or profit*** 



PLAMT HECOMVERSIOW COSTS 

(cc) Plant Reconversion Costs* Plant reconversion costs are those 
incurred in the restoration or rehabilitation of the contractor's facilities 
to approzimatelx the same condition existing immediately prior to the 
commencement of the militazy contract mrk^ fair wear and tear excepted* 
Reconversion costs are nozmally unallowable except for the cost of removing 
Government property and the restoration or rehabilitation costs caused by . 
such removal* However^ in special circumstances where equity so dictates^ 
additional costs may be allowed to the extent nntually agreed upon* 
iSL^Whenever such costs are given consideration^ care should be exercised to 

avoid duplication through allowance as contingencies, as additional profit or 
fee, or in other contracts* 



RENTAL COSTS 

(hh) Rental Costs* Crncluding Sale and Leaseback of T^cillties)* 

Revise paragraph (1) of the principle to read as f oUowst 

(1) Rental costs of land, building, and equipment and other 
personal property are allowable if the rates are reasonable in light of 
such factors as market conditions in the area* the type, life expectancy, 
condition, and value of the racllltles leased, options available, and other 
provisions of the rental agreement* jlpplieatloh of these factors involves 
along ^Ith othw considerations comparison of rental costs with costs which 
woula be allocable l£ the racllitles were owned by the contractor* 
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3-706 Coordination. When more than one Military Department con- 
templates the use of negotiated final overhead rates with the same contractor, 
the service having the preponderance of cost-reimbursement type work will, 
generally, sponsor and conduct the negotiation. Each Department having 
an interest will be notified of the pending negotiation and will be invited to 
participate in the negotiation. If a Department does not have a representative 
at the negotiation, the sponsoring Department will represent the absentee 
Department. The results of the negotiation will be binding upon all Depart- 
ments. At the completion of the negotiation, the sponsoring Department 
will prepare and distribute to the other Departments a negotiation report or 
summary as provided for in ASPR 3-705 (e). Each Military Department 
shall thereupon amend or supplement the affected contracts in accordance with 
the rates and other data set forth in the negotiation report or summary. 

3-707 Cost-Sharing Rates. Cost-sharing arrangements are frequently 
made wherein the cost participation by the contractor is evidenced by an 
agreement to accept overhead rates which are lower than the anticipated actual 
overhead rates. In such cases, a negotiated fixed-ceiling overhead rate may be 
used for application prospectively, provided that in the event overhead rates 
developed by the cognizant audit activity on the basis of actual allowable 
costs are less than the negotiated rates, the negotiated rates will be reduced. 
Where reductions are necessary, they will be accomplished in accordance with 
ASPR 3-705, The Government will not be obligated to pay any additional 
amounts on account of overhead above the negotiated fixed-ceiling rates. 
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Part 8-Price Negotiation Policies and Techniques . . 
- 3-800 Scope of Part. This part sets forth the Dri^« • 
and techniques applicable to negotiated prime contractsTnW fif ° °" P^''^''^^ 
which are subject to approval or review within a Deoartml. 
m this part apply to negotiation of prices on all tvoes^SL T * P"""Ple3 
revised prices as well as initial prices. ^ contracts and to 

3-801 B&sic PoUcj. 



SSOl.i ^ Oenertd. It is the policy of the Department of n.f 
procure supphes and services from responsible soured at S *r.w 
pnces c^culated to result in the lowest ultimate ove7-aU ctt to VT''*^''' 
ment Sound pricing depends primarily upon the IxIrJL 
by all personnel concerned with the procurement ^""^ 
Resp<msmity of CmtracHng OJieers 

(and^r^ 3?m^n::':^a:^^^^^^^ appointments 
exclusive agents of their rip "trv^D^a^^^^^^^^^ are the 

contracts on behalf of the Government in acrda^ce ^^^^^ 
mental procedures. Each contracting officer is rSpoMiL fo^ „ 3^ ^'P*'*" 
having performed all administrative actions nece^a^ ?or^^^^^^^ Performing or 
The contracting officer shaU exercise reainaWe^JrT tm ^T'T'"^'^^' 
shaU avaU himself of aU of the organizational Zh Sh ^ 1".*^^^' 
speciaKsts in the fields of contracting finanTw ^ / *f. 
planning engineering, trafficrZietr^^^^^^^^ 

a'nf ^ ^ serrLreTrthi 

contrt^tsfSiltrirm^^^^^^^^^^ T'^-^- of 

advice from them, evalufting their counTd, ^dVvS tJ'""??.^ 
as much as possible. The contracting officer shaS Sin u '^"^ 
dmation of the specialist efforts to the ^eat^t prf t^t^^^^^^^^ 
however, transfer his own responsibiKtil, to theL Thus thf&isJ^^^^^^ T' 

upon pnces. jjaUure to finahze requirements in sufficient time to aUow 
0 a reasonable period for preparation of requests forZposSs 
(u) preparation of quotations by offerors- ™r proposals, 

(m) contract negotiation and preparation; and 
(IV) adequate manufacturing lead time; 
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causes delinquency in delivery and uneconomical prices. Requirements 
issued on an urgent basis or with unrealistic delivery schedules should 
be avoided since they generally increase price or restrict desired com- 
petition. Personnel determining requirements, specifications, mobilization 
plans, adequacy of sources of supply, and like matters have responsibility 
in such areas, equal to that of the contracting officer, for timely, sound 
and economical procurement. 

3^802 Preparation for Negotiation. 

3-^802.1 Product or Service. Knowledge of the product or service, 
and its use, is essential to sound pricing. Before soliciting quotations, 
every contracting officer should develop, where feasible, an estimate of 
the proper price level or value of the product or service to be purchased. 
Such estimates may be based on a physical inspection of the product and 
review of such items as drawings, specifications, job process sheets, and 
prior procurement data. When necessary, requirements and technical spe- 
cialists should be consulted. The primary responsibility for the adequacy 
of specifications and for the delivery requirements must necessarily rest 
with requirements and technical groups. However, the contracting officer 
should be aware of the effect which these factors may have on prices and 
competition, and should, prior to award, inform requirements and technical 
groups of any unsatisfactory effect which their decisions have on prices 
or competition. 

3-802.2 Selection of Prospective Sources. Selection of qualified 
sources for solicitation of proposals is basic to sound pricing. Proposals 
should be invited from a sufficient number of competent potential sources 
to insure adequate competition. (See also ASPR 1-302, 1-307,3-101, 
3-104, 3-105 and 12-102). 

3^-802.3 Requests for Proposals. Requests for proposals shall con- 
tain the information necessary to enable a prospective offeror to prepare a 
quotation properly. The request for proposals shall be as complete as possi- 
ble with respect to: item description or statement of work; specifications; 
Government-furnished property, if any; required delivery schedule; and con- 
tract clauses. If a price breakdown is required, the request for proposals 
shall so state. Requests for proposals shall specify a date for submission 
of proposab; any extension of time granted to one prospective offeror shall 
be granted uniformly to all. Each request for proposals shall be released 
' to all prospective offerors at the same time and no offeror shall be given 
the advantage of advance knowledge that proposals are to be requested. 
Generally, requests for proposals shall be in writing. However, in appro- 
priate cases, such as the procurement of perishable subsistence, oral re- 
quests for quotations are authorized. 

3-803 Type of Contract, (a) The selection of an appropriate contract 
type and the negotiation of prices are related and should be considered 
together. ASPR 3-402 lists some of the factors for this joint consideration. 
The objective is to negotiate a contract type and price that includes reason- 
able contractor risk and provides the contractor with the greatest incentive 
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for efficient and economical performance. When noo«n-*- ... 
need for using other than a L fixed price oo'iact^ therr"'^ 
patibility between the type of contract selected fnd Jhl . 
counting system, *na the contractor's ac- 

(b) In the course of a procurement program a soH^ t 
a single contract running for a lengthy termAhrdrcumsL„. 
for selection of a given type of conUt at the ou^erw^U Cue". 
so as to make a different type more appropriate dLrng la^rn "L^ 
particular, the repetitive or unduly profracted use of dtf ^ I ^' ^" 
type or time and materials contracts is to be avoided whem o "'^^'".^"' 
provided a basis for firmer pricing which will promote effriotf^"!"*"® ''^^ 
and will place a more reasonable degree of risk Tt^e conl, . P^^J™*""^ 
the case of a time and materials concract cont^nu ^ t^'*. '° 
be given to converting to another ty^ oTco^^^c as friy ^"^^^^ 
period as practicable. ^ Performance 

3-804 Conduct of Negotiations. Evaluation of offor«P« » 
proposals, including price revision proposal bv all n^^^^^^^ or contractors' 
with the procurement, as well as s uLeq^nt 'neL^^^^^^ 
or contractor, shall be completed expeditious"? Coml.! ? * 
the parties on all basic issues shall be tirobfectrve o tl^"!"'"' °^ 

3-805 Selection of Offerors for Negotiation and Award. 

Negotiations Shan be coTdurdl^w'^^^^^ ^ 

wMo'J '^tP°"^'^'« 3«bmits a responsive proposal 

which, in the contracting officer's opinion, is clearlv amJ 
substantially more advantegeous to the^overnment t^^^^^ 

oJfer^rS' '''' 
(ii) where several responsible offerors submit offers which are 
group^ so that a moderate change in either the price or th~ 
technical proposal would make any one of the group the most 

s1ouEn?°"'/'?'. ^ u'"' Government, further negotiators 
should be conducted with all offerors in that group. 

[ The next page is 342.1] 
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Whenever negotiations are conducted with more than one offeror, no indi- 
cation shall be made to any offeror of a price which must be met to obtain 
further consideration, since such practice constitutes an auction technique 
. which must be avoided. No information regarding the number or identity of 
the offerors participating in the negotiations shall be made available to 
the public or to anyone whose official duties do not require such knowledge. 
Whenever negotiations are being conducted with several offerors, while such 
negotiations may be conducted successively, all offerors participating in 
such negotiations shall be offered an equitable opportunity to submit such 
pricing, technical, or other revisions in their proposals as may result from 
the negotiations. All offerors shall be informed that after the submission 
of final revisions, no information will be furnished to any offeror until award 
has been made. 

(b) There are certain circumstances where formal advertising is not 
possible and negotiation is necessary. In the conduct of such negotiations, 
where a substantial number of clearly competitive proposals has been ob- 
tained and where the contracting officer is satisfied that the most favorable 
proposal is fair and reasonably priced, award may be made on the basis of 
the initial proposals without oral or written discussion; provided, that the 
request for proposals notifies all offerors of the possibility that award may 
be made without discussion of proposals received and, hence, that pro- 
posals should be submitted initially on the most favorable terms, from a 
price and technical standpoint, which the offeror can submit to the Govern- 
ment. In any case where there is uncertainty as to the pricing or technical 
aspects of any proposal, the contracting officer shall not make an award 
without further exploration and discussion prior to award. Also, when the 
proposal most advantageous to the Government involves a material departure 
from the stated requirements, consideration shall be given to offering the 
other firms which submitted proposals an opportunity to submit new proposals 
oh a technical basis which is comparable to that of the most advantageous 
proposal; provided, that this can be done without revealing to the other 
firms any information which is entitled to protection under ASPR 3—109. 

(c) A request for proposals may provide that after receipt of initial 
technical proposals, such proposals will be evaluated to determine those 
which are acceptable to the Government or which, after discussion, can be 
made acceptable, and upon submission of prices thereafter, award shall be 
made to that offeror of an acceptable proposal who is the low responsible 
offeror. 

[ The next page is 343] 
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(d) The procedures set forth in (a), (b) and (c) above may not be appli- 
cable in appropriate cases when procuring research and development, or special 
services (such as architect-engineer services) or when cost-reimbursement 
type contracting is anticipated. Award of a contract may be properly in- 
fluenced by the proposal which promises the greatest value to the Govern- 
ment in terms of possible performance, ultimate prod uctibility, growth potential 
and other factors rather than the proposal offering the lowest price or prob- 
able cost and fixed fee. 

(e) Whenever in the course of negotiation a substantial change is made 
in the Government's requirements, for example, increases or decreases in 
quantities or material changes in the delivery schedules, all offerors shall 
be given an equitable opportunity to submit revised proposals under the re- 
vised requirements. 

3—806 Pricing Individual Contracts. 

(a) Each contract shall be priced separately and independently, and no 
consideration shall be given to losses or profits realized or anticipated in 
the periformance of other contracts. This prohibition shall not be construed 
to prevent the negotiation of fixed overhead and other rates applicable to 
several contracts during annual or other specific periods, or to prohibit for- 
ward pricing agreements applicable to several contracts. 

(b) Contracting officers shall not rely on profit limiting statutes as 
remedies for ineffective pricing. Such statutes generally provide for the 
recapture of excessive profits, but they do not recapture the costs of ineffi- 
ciency and waste which may result from failure to negotiate reasonable 
prices initially. Similarly, price redetermination clauses shall not be used 
as a substitute for the negotiation of reasonable prices at the inception of 
contracts. 

3-807 Cost, Profit, and Price Relationships. 

(a) When products are sold in the open market, costs are not necessarily 
the controlling factor in establishing a particular seller's price. Similarly 
where competition may be ineffective or lacking, estimated costs plus esti- 
mated profit are not the only pricing criteria. In some cases, the price appro- 
priately may represent only a part of the seller's cost and include no estimate 
for profit or fixed fee, as in research and development projects where the 
contractor is willing to share part of the costs. In other cases, price may be 
controlled by competition as set forth in ASPR S-805(a). The objective of 
the contracting officer shall be to negotiate fair and reasonable prices in 
which due weight is given to all relevant factors, including those in 
ASPR 3-101. 

(b) Profit is only one element of the price proposal and normally repre- 
sents a smaller proportion of the total price than do such other estimated 
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aiZrS/' ir^? and material. While the public interest requires that 
excessive profit3be_ivoided, the contracting officer should not become so 
SL'Zlf.f^'"^" elements of a contractor's estimate of cost and 
protta that the most important consideration, the total price itself is dis 
conlnid significance. Government procurement is primarily 
concerned with the reasonableness of a negotiated price and only secondarily 
with the eventual cost and profit. ^ =>«t.onuariiy 

(c) Particularly where effective competition is lacking the estimate 
for profit or the proposed fixed fee should be analyzed in the same „,anner as 
ASPR ? «i«T"''/f »PPlyi»g^fe3ts and considerations discussed in 

ASPB 3-808.4. A fair and reasonable provision for profit cannot be made 
by simply applying a certain predetermined percentage to the cost estimate 
or selling price of a product. If. for example, a factor of 10 percent were 
used as a flat percentage rate for estimating profit in a situation where two 
sources were needed to meet the requirement, the result might be grossly 
JSTi °''«/"PP"®''. P~Poa«/ to and produces at a unit cost of 

$1,000 and the second at a unit cost of $1,500, with a flat 10 percent factor 
applied to both transactions as estimated profit, the second and higher coat 
supplied would receive $150 profit while the lower cost supplier would re- 
ceive only $100. 

3-808 Pricinc Techniques. 

3-808.1, General. Policies set forth in this Part may be applied in a 
variety of ways m the evaluation of offerors' or contractors' proposals and in 
the negotiation of contract prices. The exteot to which any particular method, 
or combination of methods, should be used will depend upon the judgment of 
the contracting officer. The following paragraphs describe several o£ the 
pnncipal price negotiation techniques and the circumstances under which 
eacTimay be used The considerations setjnrth herein are e qually app li- 
cable to initial ajid subagflUgflt price ne ^otiatiT^^rr ^ 

3-808.2 Price Analysis. 

(a) Some form of price analysis should be made in every procurement 
even when competitive proposals have been submitted. The presence of 
effective competition, however, may make it possible to limit considerably 
tlie degree of price analysis required. , 
• (b) One form of price analysis is the comparison of prior quotations and 
contract pnces with current quotations for the same or similar end items. 
To provide a suitable basis for comparison, appropriate allowances may have 
to be made for differences in such factors as specifications, quantities 
ordered, time for delivery, Govemment-furnished materials, and the general 
level of business and prices. 

(c) Rough yardsticks may often be -developed (in such terms as dollars 
per pound, per horsepower, or other units) to point up apparent gross incon- 
sistencies which should be subjected to additional pricing techniques, in- 
cluding cost analysis. Such yardsticks should be considered as an indis- 
pensable adjunct to cost analysis, since a study of a single offeror's esti- 
mated costs m sole source situations will not indicate whether the proposed 
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price is fair and reasonable in comparison with other products of the 
. same kind. 

3-808.3 Cost Analysis. 

(a) The need for cost analysis depends on the effectiveness of the 
methods of price analysis outlined in ASPR 3-808.2, the amount of the 
proposed contract, and the cost and time needed to accumulate the infor- 
mation necessary for analysis. When cost analysis is undertaken, the con- 
tracting officer must exercise judgment in determining the extent of the 
analysis. Cost analysis is desirable whenever: 

(i) effective competition has not been obtained; 
(ii) a valid basis for price comparison has not been established, 
because of the lack of definite specifications, the novelty of 
the product, or for other reasons; 

(iii) price comparisons have revealed apparent inconsistencies 
which cannot be satisfactorily explained or otherwise reason- 
ably accounted for; 

(iv) the prices quoted appear to be excessive on the basis of 
information available; 

(V) the proposed contract is of a significant amount and is to be 

awarded to a sole source; 
(vi) the proposed contract will probably represent a substantial 

percentage of the contractor's total volume of business; or 
(vii) a cost-reimbursement, incentive, price redeterminable, or 
time and materialcontract is negotiated. 

(b) Cost analysis involves the evaluation of specific elements of cost 
and the effect on prices of such factors as: 

(i) allowances for contingencies; 
(ii) the necessity for certain costs; 
. i^n) the reasonableness of amounts estimated for the necessary 
costs; 

(iv) the basis used for allocation of overhead costs; and 

(v) the appropriateness of allocations of particular overhead 
costs to the proposed contract. 

(c) Among the several types of cost comparisons that should be made, 
where the necessary data are available, are comparisons of a contractor's 
or offeror's current estimated costs with: 

(i) actual costs previously incurred by the contractor or offeror; 
and with its last prior estimate for the same or similar item 
* or with a series of prior estimates; 

(ii) current estimates from other possible sources; and 
(iii) prior estimates or historical costs of other contractors manu- 
facturing the same or related items. 

(d) Forecasting future trends in costs from histoiical cost experience 
is of primary importance in pricing. In periods of either rising or declining 
costs, an adequate cost analysis must include some evaluation of the trends. 
Even in periods of relative price stability, trend analysis of basic labor 
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and materials costs should be undertaken in cases involving production of 
recently developed, complex equipment. In some cases, probable increases 
in labor efficiency, and reductions in material spoilage as a contractor's 
work force gains in experience with such new products can be predicted 
statistically. Efficiency durves may be devised to predict the reduction 
in the spoilage rate; learning curves may be devised to evaluate reductions 
in labor hours. Effective use of learning curves depends on the presence 
of the following elements: 

(i) direct labor should represent a substantial element of the 
total price; 

(ii) the contract price should be large enough to warrant the time 
spent in collecting the statistical data necessary to construct 
valid curves; 

(iii) the proposed contract should cover production over a relatively 
long period; 

(iv) a substantial body of historical labor cost data must be avail- 
able; and 

(v) the product must be a complex, non-standard item requiring a 
substantial amount of assembly labor (where relatively large 
amounts of automatic machinery are to be em.ployed, or the 
product is a relatively standard item, learning curves may be 
of little value), 

3-8084 Profit. 

(a) ^General. Where competition is adequate and effective and proposals 
are on a firm fixeci-price basis, the contracting officer normally need not 
consider in detail"^e amount of estimated profit included in a price. However, 
when detailed analysis of profit is appropriate due to lack of competition 
or for some other reason, the factors discussed in the following paragraphs 
should be considered, (See ASPR 3-807 (c).) 

(b) Degree of Risk. The degree of risk assumed by the contractor 
should influence the amount of profit a contractor is entitled to anticipate, 
For example, where a portion of the risk has been shifted to the Government 
through price redetermination provisions^ unusual contingency provisions, 
or other risk-reducing measures, the amount of profit to which the contractor 
is reasonably entitled is less than where the contractor assumes all risk, 

(c) Extent of Government Assistance. The Department of Defense en- 
courages its contractors to perform their contracts with the minimum of 
financial, facility, or other assistance from the Government. Where extraor- 
dinary financial, facility, or other assistance must be furnished to a con- 

\ ytractoir by the Government, such extraordinary assistance should have a 
1^ modifying effect in determining what constitutes a fair and reasonable profit. 
(See also ASPR 3-404.3 (d).) 

(d) Contribution to the Defense Effort. The contractor's past and 
present performance and cooperation in such areas as engineering (including 
inventive, design simplification, and developmental contributions) and 
quality control should, in appropriate measure, affect the amount of profit. 

[ASPR 3— 808.4 continued on next page] 
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(e) Character of Contractor'^ Business. Recognition must be given 
to the type of business normally carried on by the contractor, the complexity 
of manufacturing techniques, the rate of capital turnover, and the effect of 
each individual procurement upon such business. For example, where a 

^ contractor is engaged in an industry where the turnover of working capital 
is low, generally the profit objective on individual contracts is higher than 
in those industries where the turnover is more rapid. 

(f) Contractor's Performance. In addition to the factors set forth in 
ASPR 3-101, the contractor's performance should, particularly when prices 
are being redetermined, be evaluated in such areas as quality of product, 
quality control, scrap and spoilage, efficiency in cost control (including 
need for and reasonableness of costs incurred), meeting delivery schedule, 
timely compliance with contractual provisions, creative ability in product 
development (giving consideration to commercial potential of product), 
management of subcontract programs, and any unusual services furnished 
by the contractor. To encourage and maintain a high degree of contractor 
efficiency and economy, the negotiator must recognize that good performance 
deserves a greater opportunity for profit than poor performance. 

3S08.5 Subcontracting. 

(a) The amount and quality of subcontracting may be a major factor 
influ_encing price. Since a large portion of the procurement dollar is spent by 
prime contractors in subcontracting for work, raw materials, parts, and com- 
ponents, efficient purchasing practices by a contractor will contribute heavily 
toward efficient and economical production. 

(b) While basic responsibility rests with the prime contractor for deci- 
sions to **make or buy," for selection of subcontractors, and for subcontract 
prices and subcontract performance, the contracting officer must have ade- 
quate knowledge of those elements and their effects on prime contract prices. 
Consequently, during price negotiations, when circumstances warrant such 
action, the contracting officer may require the offeror or contractor to furnish 
adequate information, for use in evaluating the proposed price, with respect to: 

(i) the purchasing practices of the prime contractor; 

(ii) the principal components to be subcontracted and the contem- 
plated subcontractors, including (A) the degree of competition 
obtained, (B) cost or price analyses or price comparisons 
accomplished, and (C) the extent of subcontract supervision; 

(iii) the types of subcontracts; i. e., firm fixed-price or other (see 
ASPR 8-401); and 

(iv) the estimated total extent of subcontracting, including pro- 
curement of purchased parts and materials. 

[ ASPR 3*808.5 continoed on next page] 
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The evaluation of total subcontracting should not be reduced to applying 
arbitrary percentages of profit to subcontract prices in negotiating the prime 
contract prices. Such elements as economies achieved through *'make or buy'* 
decisions, and the necessity of close supervision of subcontractors per- 
forming complex work (through the furnishing of engineering or other technical 
assistance), should be fully considered. 

(c) When the prime contract is to be placed on a firm fixed-price basis, 
there is no need, for pricing purposes, to provide for review or approval by 
the contracting officer of subcontracts prior to their placement. 

(d) When the prime contract is not to be placed on a firm fixed-price 
basis, review of subcontracts prior to placement may be desirable since the 
ultimate cost to the Government will depend in part on subcontract prices 
an d pe rformance. Prime contract provisions requiring advance notification, 
review, or approval of subcontracts shall be consistent with the type of con- 
tract and the conditions applicable to its use as described in Part 4 of this 
Section. For example, if the contract is on a firm fixed-price basis except for 
a clause permitting price escalation resulting from cost increases for certain 
materials, the prime contract may limit the contracting officer's right of re- 
view to subcontracts for materials covered by the escalation clause. In the 
case of cost-reimbursement type contracts, advance notification, prior con- 
sent, or approval of subcontracts is required as set forth in ASPR T— 203.8. 
Contract provisions requiring advance notification to the contracting officer of 
proposed subcontracts for materials, components, and other purchases may be 
appropriate both for information as to sources and prices and to provide an 
opportunity for review and for approval or objection by the contracting officer 
prior to award of the subcontracts. Such provisions are particularly necessary 
when: 

(i) the prime contractor's purchasing policy and system or per- 
formance thereunder are considered inadequate; 

(ii) subcontracts are for items for which there is no cost infor- 
mation or for which the proposed prices appear unreasonable, 
and the amounts involved are substantial; 

(iii) close working arrangements or other business or ownership 
affiliations exist between the prime and the subcontractor 
which may preclude the free use of competitioner result in 
higher subcontract prices than would otherwise be obtained; 

(iv) a subcontract is being proposed at a price less favorable than 
that which has been given by the subcontractor to the Govern- 
ment, air other factors such as manufacturing period and 
quantity being comparable; or 

(v) a subcontract is to be placed on a price redetermination, 
fixed-price incentive, time and material, or cost-reimbursement 
basis. 
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thl\T'T*' f to subcontracts should be consistent with 

the amount and character of subcontract work and with the over-all character 
nLn* T^^"^: '7° Government to the minimum extent 

practicable m the contractor's exercise of management responsibility, but 

fracts reliti^! . «7«"d,ture. Provisions in prime fixed-price con- 

tracts relating to subcontract review may, as aoDronHnf^ c j * 

m-jor 3«bcontt.oli to certain oli>ases of aubconS^' '! """"'^ 
which adv.„c. of proposed '"bconAtr,; ^L ^L' LTbot^ 

in cnose instances where a contractor's purchasing av^f^m ^^<.^ u j j 
adequate, review of subcontracts generally may "1 brn1:es::ry HoteTer 
contracting officers shall conduct periodic reviews of Z lZr^\ Zl ' 
system to insure conformance theLith. In inlLcel wL« h^" ? \" 
have been placed on a cosOreimbursement or time a„d LterLls h -"^^ 
tracting officers should be skeptical of approving tteTet ftL "' 

o^; AspTa-Xr' ''"^-^ °' ^3 3?o:5d fX: r 

(e) In cases where the prime contract reserves a Hahf f^- fk^ 

ing officer to review or approve subcontracts/trprim^l'^a Vh^^^^^^^^^^ 
reserve to the Government the right to inspect and audit the boorandrec^rfs 
of such subcontractors. Whenever such drat tier subcontract are of^e 
cost-reimbursement, price redetermination, fixed-price incentive or UmJ.nH 

and audit the books and records of lower tier subcontractors- provided ^It 
such a right shall not be reserved contractually belowTe' ^nt wtL a 
firm fixed-price subcontract intervenes. ^ 

(f) Where subcontracts are placed on a price redetermination or fixed- 
price incentive basis, it is particularly important in negotiating revis ons o 

ilirt L tt Hfri-"^ of subcontracts. Also, contracting officers should be 
alert to the risk of establishing firm redetermined prime contract prices while 
a major subcontract is still subject to price redetermination and may rven- 
tually be redetermined at a price far lower than that ascribed to It inT 

tr.^Z'T^ • P""* P"""*' consequent profits to the con- 

J" «n excess of those contemplated in the prime contract price 
firfi ti'r; some cases, it may be appropriate to negotiate 

firm prime contract prices even though the contractor has not yet established 
1»! P"«*?. P''>^i<ie<i the contracting officer can justify as 

reasonable the amount included for subcontracting as, for example, whero 
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fairly definite cost data on subcontract prices aire available In other ca 
such as where certain subcontracts are subject to redetermination and avau' 
able cost data on these subcontracts are highly indefinite but other circnm 
stances require prompt negotiation of revised prime contract prices the 
contract modification which evidences the revised prime contract pdces 
should provide for adjustment of the total amount paid or to be oa id under 
the contract on account of subsequent redetermination of specified sub- 
contracts. This may be done by including in the contract modification a 
provision substantially as follows: ' » 

"Promptly upon the establishment of firm prices for each of the sub 
Hfl^f"^ lu^n Contractor shalf submit, in such form and 

detail as the Contracting Officer may reasonably require, a statem ". 
of costs incurred in the performance of such subcontract and the fim 

SSJTvlsion o^'?hi:' ''r^ Thereunon, notwithstanding any other 
provision of this contract as amended by this modification the rn„ 

m:St^'inle''tn?.T'°'^"! ^''^^ n^iate an Citable a'dfus" 

ZttL oJi amount paid or to be paid under this contract to 

(List subcontracts)'* 
r.nAil'/'f'i Source When purchases of standard commercial or 

u^!f t^lT f- "^'^^ fr^"- source suppliers 

use of the techniques of price and cost analysis may not always be poss bla' 
In such instances and consistent with the volume of procurement norma W 
consummated with the contractor, the contractor's pr crUsta and discoui^ 

oasis of the best user," "most favored customer" or similar practice 
s?derT;l'olul^^^^^ Pon^actor Such price negotiations shoSJd cr. 

vear^thi r an '^^Pat^d for a fixed period, such as a fiscal - 

year, rather than the size of the individual procurement being negotiated 
3-809 Audit as a Pricing Aid. 

he JuUr"""^' '^^^ *"dit services with the Military Departments should 
be utilized as a pricing aid by the contracting officer to the fullest extent 
appropriate when the dollar amount involved is sufficiently laVge t^ o^^ 
special circumstances exist which warrant the time and expense requir^'for 
the particular type of advisory audit, special survey, or audTt anaWais of 
price or cost desired. Judicious use of audit service; willTpedite pro^^^^^ 
pricing. The determination as to the necessity of an audit report for pr cfnl 
LT™-' '"^^l^-P^^'^^^i^y of the cohtracLg officer. When eJueS 
audit services, the contracting officer shall state the purpose for which hf 

revisi?>^ri^^^^^^^^^^^ 

n icir audit reporta for either retroactive ofpros^ctiV^ 

pricing should not only establish costa accrued to a specific cSt-off point 
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for price proposal purposes but also should include cost trends and other 
available information which would be of assistance to the contracting officer 
in price negotiation. Such audit reports will serve a useful purpose in: 

(1) the evaluation of contingency allowances, overhead allocations, 

purchasing management efficiency, and similar cost elements; 
(11) both the initial and subsequent pricing of contracts containing 
price revision clauses; ) 

®^^"'s'»»ng««'ita"ons on costs and price revision adjustments; 

(iv) establishing negotiated overhead rates for cost-reimbursement 
type contracts. 

(c) Conditions for Use. Close coordination between the audit aeencv and 
procurement personnel will assist in determining the necessity of audU of 
price or cost proposals or the necessity of special surveys relating to con- 
t' u f,**'^°""'^»g " purchasing systems. Some of the conditions under 
include. ^^^^'^^ ^'^^"^'^ of audit serJLea 

(i) inadequate knowledge concerning the contractor's accounting 
jwliciea cost systems, or substantially changed methods or 
levels of operation; 
(ii) previous unfavorable experience indicating doubtful reliability 
meth<!?s; ' estimating, accounting, or purchasing 

^"'^ lacking^Md °^ * "^"^ ''^'''^ experience is 

(iv) contract performance requiring a substantial period of time 
3-810 Exchange of Information. In appropriate cases it is desirable tn' 
exchange and coordinate specialized information regard ng a cTtractS 
between Mi htary Departments, bureaus, technical services !nd other prt 
a^d it'«r ^'^\^?''^^' ""^f^^H'ity of treatment of major i sSLs 

t^tJ ^ resolution of particularly difficult or controversial 

tion of"^i^„?^?"* Negotiation. At the conclusion of each negotia- 

tion of an initial or a revised price, the contracting officer shall promptly 

e^l'^n/r^ P'''?*'^' * ".emorandum. setting forth the principal 

elements of the price negotiation, for inclusion in the contract file and for 
aIT. of any.reviewing authorities. The memorandum shall be in sufficient 

»on/lf *if f ^ considerations controlling the establish- 

ment of the initial or revised price. 
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Issues In Itema of Cost 
(In Brief) " 



Industiy Contention 

Advertlfllcs Costa: (l) product 
advertising creates msa loarkets^ 
vhich, in tunx, contribute to 
industry's ability to perform 
defense vorlc cheaper; (ii) in^ 
stitutional type advertising 
affects enjjloyee and connnunity 
relations and stimulates in- 
terest in employment; and (iii) 
the requirements of carrying out 
the contract sometimes require 
advertising for scarce materials, 
subcontracting and the like« It 
is contended that €dl should be 
allowed* 

Bad Debts t Although the Gknrem- 
ment elveya pays its bills there 
are bad debts flowing from Govern-^ 
meot business which justify al- 
lowability of some bad debts* 

Plant Reconversion Costa ♦ Recon- 
version from defense work to civi- 
lian work may be so costly as to 
make it ineqtd.table to require 
such reconversion to be paid for 
by the new production. It is 
suggested that allowability 
should be stated in such a way 
as to not preclude payment there-^ 
for by the Government* 

Rental Costa * Industry objects to 
the limitations of costa to 
''normal costs of ownership" of 
(l) interplant rentals, and (11 ) 
f aclUtlea imder isale and leaae- 
back arrangements, contending 
that the geiieral rule ought to 
be "open market" rental worth of 
the property* 



Evaluation and Recommendation 

Both product and institutional type 
advertising are designed to influence 
the general public and should be so 
allocated* VMle we should allow 
the costs of carrying out the con- 
tract, we have found no reasonable 
way of separatlDg this very gwftii 
item tram the above and therefore 
it is recommended that this expense 
be absorbed in the fee allowance* 



If there are bad debt situations 
growing out of Government; business, 
they are not significant* Recom* 
mendatlon : Contlznie to disallow 
all bad debts* 

M3ke«ready e^ense ought to be al- 
located against the ensuing pro-» 
ductlon* Recommendation : That 
additional reconversion costs be 
not allowed* 



Me must remove the incentive for a 
contractor to Increase the cost of 
the Government by his own action* 
' !Zhe limitation of coats to the 
"normal cost of ownership" ac- 
cosq^llshes this purpose* Recom ^ 
mendatlon ; Allow only the*"''t!oInnal 
cost of ownership" in the two 
situations described* 



6. 



Research and Development s Allow- 
ance of applied research- upon a 
prodxict Une basis, and disallow- 
ance of such product line research 
in research contracts, is criti- 
cized* 13ie AIA criticizes, as 
they did ia their presentation 
of 22 January, the requirement for 
negotiation of the research ex- 
pense* 



Training and Educational Costs * 
Industry objects to {1) the liM- 
tation of 2 hours a week for 
classes during working hours, 
(ii) allowance of only tuition, 
etc*/ ( but not salary and sub- 
sistence ! at post graduate Twels 
iSrtlii) unallowability of grants* 



Applied research has for its pyj^ 
the development of izrsrovexaBnt of ^V"^ 
particular hardware* As such, tt t j 
appropriate that the cost thereof 
borne by the product line involved 
and since the cost should be absorbed 
through sales of the product line, 
it should not be allocated against 
other research projects specifically 
aTi/arded to the contractor* Recom- 
mend : Kb change* 

The entire program was developed by 
the proctnrement, manpower and re- 
search interests of QASD and the 
military departments as a reasonable 
program under today's conditions* 
Recommend: Kb chazsge in the principle 
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ISSUES HI ITEMS OP COST 

Virtually every item of coat has been the subject of some 
criticism or comment by some of the respondees. Many of these 
appear solvable by editing some of the points into the document. 
As might be expected, all of the Associations did not make the 
same comment nor criticise the same element. In order to reduce 
the problem to the coats which were subjected to the most consis- 
tent and broad criticism, the following are discussed: 
1« Advertising Costs (a). 

2. Bad Debts (b) . 

3. Compensation for Personal Services (f ) 

4. Contributions and Donations (h). 

6. Interest and other Financial Costs (q), 

6. Overtime, Extra Pay Shift and Multi-Shift Premiums (y) 

7. Plant Rehabilitation Costs (cc) 

8. fiental Costs 

9. Research and Development (ii) 

10. Training and Educational Costs (qq) 



I. Advartisixig Costs (a) 



Contention 

H&M^ NSU, I5k?l^ AM, kik, G. of C., EIA, and CPA were oritioal 
of the ooverage of the draft of this itern^ The reocomendationa 
oontered upon the allowability of produot and institutional advertis- 
ing, subject only to allocability and reasonableness • TTith respect to 
prodi2ct advertising one association suggested that in the establish- 
laant of mass markets, the Government has received price benefits which 
Justify the proposed action* All contended that mSTITUTION/lL TYiB 
ADVERTISIHCr should be allowed since such advertising "informs the 
public on matters of general interest, stimulates interest and the 
jursuit of careers in science and engineering, or affects employee 
relations*'' The American Institute of CPA's notes that it is. Reason- 
able to allow the cost of cuivertising for scarce materials, or for 
second-hand machinery when new machinery is hard to obtain*** 

Evaltiation 

Industry generally seema to admit that product advertising ought not 
to be allocated against Govenanent contracts* Institutional advertising 
may result in some benefit to the Government under certain circumstances, 
but that benefit is somewhat elusive and thus reasonableness of cost is ^'^^ 
extremely difficult to determine* ^ 

On the other hand, advertising for zieeded specific materials, sub- 

contraotors, engineering proposals, and the like, for the purpose of 

carrying out the contract, establish the kind of a relationship which 

justifies allowance* 
Rjafoocanendation 

1* Disallow product and institutional advertising* 

2* Adjust advertising for ''scarce material or for second-hand 

materials* and for other advertising directly related to the aocompllsl^ 

ment of the contract mission* 



2* Bad Debts* 

Contention 

NSIA, MAPI, AM, AIA., C. of C, and EI& proposed modifications ^^^^ 
of the bad debts principle* Generally it is stated that the un* ^ 
allowability of bad debts is too sweeping since, it is asserted 



that there axe maxxy kinds of oredlt losses as '^a result of handling 
GoverzMent business*** 

Bvaluatioii 

There is some merit to the argument that there is a possibility of 
losses in oonneotion with suboontraot operations whioh might be considered 
to be in the nature of bad debts* However this is insignif ioant* Since 
the major source of bad debts relates to oust<aiers, and since the 
Government, as a oxistomer, pays its debts, such expense is not allocable 
to tha Goyernment* 
Recommendation 

Continue to disallow all Vnj ila^tnt 
3; Compensation for Personal Services (f ) 
Contention 

It is contended that the proposed, coverage ^ich disallows com- 
pensation plans baaed upon or measiared by profits of the immediate 
distribution type (so-called profit-sharing plans) and stock option 
techniques of compensation, imposes '^arbitraiy limitations upon 
allowable personnel compensation based on the form in which oou^ 
pensation is paid" rather than upon the reasonableness of the total 
compensation using all forms* 

Evaluation 

The above is a general complaints In September, lff67, when it was 
considered urgent that a draft proposal be released to industry for their 
consideration so that the project could move forward several compromises 
^ were reached and one issue was determined by SECDEP# Profit sharing un- 
allowability was determined by SECDEP* Similar treatment of tha costs 
of stock options was one of the compromises • Tha issue was accompanied by 
a memorandiaa which states, in partt 

••••it is proposed that this set of cost principles be furnished 
Immediately to the industrial associations for comment and after 
full consideration of such comments and apipropriata modifications 

2 



of the principles, that they be inoorporated in the Armed Serrlces 
Eroourement Regulation*'' 

In determinizig the issue for the purpose of securing ooounent, SECDEP 
determined the matter by disallowing profit sharing^ 

Industry oontends that both profit sharing and stock options are 
appropriate forms of compensation and argues i 

a« That Immediate distribution compensation plans based 
upon or measured by prof ita-« 

!• are becoming increasingly more widely used as a meazis 
of compensating employees and officers for services rendered. 

2« are "costs'^ by generally accepted accounting principles 
and practices, as distinguished from a distribution of profits ♦ 
3# are allowable for tax purposes and in renegotiation* 
are accorded different treatment from bonuses (which 
are allowable under the draft)* This distinction is unsound since 
they "are treated alike by the employer for other purposes 

5* were recognized as "essential to the ultimate main- 
tenance' of the Capitalistio System" in 1959 by a Senate Subcommittee 
which investigated profit sharing (bi-partisan - Senators Vandenberg 
and Herring)* 

b* That Stock Options--* 

1* are a proper means of ccmpensatizig employees for services 

rendered* 

are recognized as costs by "generally accepted accounting 
principles and practices." 

3^ are allowable for tax purposes* 

Recommendation 

Allow immediate distribution type compensation plans which may be 

3 



dependent upon or measured by profits and the ooat of oompensatlon paid 
by atook options both subject to the negotiation requirement of 
ASPR 15-204.1 (b). 

4« Contributio ns and Donation s (h) See also Training and Educational 
GUaLj, jUO 

Contention 

MM, NSU, liAPI, Alik, AIA, C. o.f C, EIA and CPA were critical 
of the disallowance of all contributions and donations. It is 
stated that every concern is called upon to contribute to local, 
state and national charitable and non-profit organizations and to 
fail to do so would seriously impair the prestige of the contractor 
and result in adverse public opinion and employee discontent. It is 
stated also that such contributions aid in the developaent of technical 
education and scientific research and are essential for the public 
welfare. It is stated that suoh contributions are allowable for Income 
Tax purposes and have been allowed by the ASBCA in their findings. 

Evaluation 

We believe that this element of expense is an insignificant element 
and that a ease can be made for the soundness of the policy of allowing 
reasonable contributions under the basic premises of our project. 
fieconanendatlon 

We reocnmend allowance of this element. 
5. Interest and Other Financial Costs (q) 
Contention 

NAM, N3IA, AM, >API, C. of C, BU criticize the unallowability 
of this item. On the other hand, the AU seeks the allowability of 
interest only when it is assessed as a result of protecting rights 
of the Oovenaaent and at the Government's direction. CPA^agrees 
with the disallowance of interest costs if it is made clear that 
the profit allowed is to be large enough to cover interest on the 
turnover of borrowed capital in addition to a return on equity 
capital, thus assuring equitable treateent of contractors employ- 
ing different methods of financing. "Those claiming allowability 
of interest assert that it is a normal and legitimate cost of 
doing business allowable by the courts, for tax purposes, under 
renegotiation, under ASPR Section VIII, that the GAO would not 
object; and finally, that the recent DOD restrictions upon finan- 
nJf*«?^ Inventories and work in process necessitates, and that the 
DOD Directives require, "that capital investment by the Contractor 
will he taken into consideration in determining fixed-fee or allow- 
aoie profit." 

4 



Evaluation 

The allowability of interest as a oost has been considered many times 
over the years, and again as late as last fall. The general oonolusion 
reached was that although it was proper that interest not be allowed 
AS A COST, it was appropriate that the fee, profit or price be established 
in light of the capital investment by the Contractor. 
Reoonmendatlon 

We recomnend that this concept be appropriately introduced into the 
principles. This could be done with the concept used in DOD Directive 
780O»6« as follows t 

"However, the extent of the oentraotor's capital investment 
in the performance of the contract will be taken into consideration 
in the negotiation of the fee or price, as the case may be*" 

8. Overtime, Extra Pay Shift and Multi-Shift IVemiums (y) 

Contention 

NSIA, AMA, AIA, MPI, C. of C, EIA and CPA criticize this 
principle stating that the draft perpetuates the existJng dif- 
ficulties whloh are presently being corrected. It is stated 
that what is required is a sound, operable overtime and exte»a 
pay shift policy with a principle embodying the revised policy. 

Evaluation 

We. have. found industry* s complaint Justified to the extent that the 
basic policy has been adjusted. The adjtistments have been coordinated 
with the HSU Defense Advisory Council and have been considered fair 
and operable. 
Beeommends.tion 

Babody the revised policy into an appropriate principle to the 
following effect* 

While continuing the basio policy against unnecessary overtimes 

1. reduce administrative burdens on both Government and 
industry 




2« retain control by the Government of overtime premium 
and shift premiums at Goveniment expense of an extended 
nature 

3. permit oontraotors to exercise management judgment with 
respect to overtime or ex^a pay shifts whioh are of a 
sporadio or emergency nature « or which reduces overall 
cost 

4* apply the tests of '^reasonableness" and "allocability" 
to overtime and shift premixms. 

7« Plant Reconversion Costa (cc) 

Contention 

NAM, NSIA, AI/l, C^ of C*, EIA and MAPI are critical of the 
allowability of only the cost of removing Goverment property and 
the restoration or rehabilitation costs caused by such removal* 
It is contended that the nature of the Contractor's business and 
the use of the plant and the extent of his involvement in defense 
procurement programs should be the determining factor in the 
determination of whether these costs are allowable^ The argument is 
made that while the non-allowability may be correct with respect to 
minor plant adj.us'taaents to undertake defense work, major or abnormal 
changes ought to be allowed "on the basis of negotiation", particularly 
where there is knowledge that after performance of the Defense work 
the contractor will resume his previous operation* 

Evaluation 

Ihe proposed action was taken in the belief that make-reacly expense 
ought to be allocated against the ensuing production. Thus, the Govern- 
ment ought to allow the costs of preparing for the production under its 
contract and the civilian production ought to take care of the make-ready 
for the new produotiott— thus such expenses should not be allocated against - 
the Goverment contract* Nota^ithstanding, we found it necessary to both 
remove Government property from the contractors premises and to rehabilitate 
the premises "caused by sxich removal"* 
Recommendation 

Maintain the principle* 
8* Rental Costa (hh) 
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provisions of the principle (i) the liifi%4tiba on inter-plant 
rentals that suoh should not "exceed the normal coats of ovmer- 
■ ■-'^ '^it^''em^pi) Wdimi -gpi^m^^iad lease back situations, 
'st^Hoedt io:ii4:^)til^i;e not exceed 

^" ^ iiix^t ^Aii^wbultfm^^^^ retained 
legal title to the facilities," It is asserted that in both 
situations the tests ought „to be reasonableness of the rental, 
-includ!tnt- s^h t^Bts^iS li|^ charged for 

similar properti8sr""''itnd "bomps^ablV W rental to be paid 

for like facilities in «ie open market." It is. assertisd that the 
sale-and-lease back technique- W an'' 'V8%ablisiied''iMiA^^^ raisiat 
capital." ^ ^ ^ 

Evaluation 

^ ^ 'Both provisions are designed tp'.main^j|in ,ren;bals at!"r|a^,^ble 
^levels and remise an initi'kt^i^ oi>.,oo^1:rabti>r bx -^a^o^.k^tion to 
Jfaorease- Go^^^^nmentVPoos t a - ^Tha tf^Tiikni a utilized- il^plyf to limit the 
,o'oat8 t6 ;|^t-^^toh wWM.h^ve qbou?r'ed '^d iaie,,tran8fer .^qt been made 
^ the same^ tfisie, -eKe^^pOlii^ recogiiiz^s tliilt "thfie are of^' arma-length vll 
transactions of the" type ^ioh jua-iJifycost adjustments and the draft 
makes provisions for specific negotiations therefor. One Assm^tion 
¥eooia2^ii i^ebiymr.^' They ^ayf jud^ the l^eback wntal in 
?"%ernii' of" th^ le'tf if ot*'''^ coats had lie retained title is to measure the 




' rental t^M*' vei^ ihd&x" Ti^^^^ leaseback arrangement was'designed 

to reptidia^.*^"' ^c^l^m^t 'V' rbooN^H^ lie validity of 'this argument 
waitf thle veiiT^leai^'fbi* adbp%lx« policy. If the sale wid leaseback 

tedUSar^i-is *^S^4bli8hid%ii^d oj? j^isikg oapital"rthei-e 1^ all 

1^ more reaiSja why we 's^ oolt attributable to this 



teohaique inaamuoh as we do not allcw' ihe'^^^^ of raiaixxg oapital 
generally^ . ^ — 

Beo ommendat Ion 

■■ - ^% 

Maintain the principle • 



9« Bjsearoh and Deirelopiie&t Costs (ii)« 
Coxrtentloa 

MU^ NSIA, AM, AIA, MAPI, C. of C*, and EIA have oritloized 
this principle, although concluding, generally, that the present 
draft represents the soxmdest draft which has been yet developed. 
The criticisms relate to (i) the difficulty in breaking down all 
research into basic and applied for the purpose of allowing the 
applied on the basis of allocability to the product line; (ii) 
the non-allooability of reseeuroh overhead to the aocomplishnient of 
a research contract mission; and (iii) the AIA particularly con- 
tends that the requirement for negotiation to support reasonable- 
ness of the research expense represents an unwholesooie control of 
research. 

Evaluation 

It is recognized that it is sometimes difficult to break domi all 
research into basic and applied* However it is sound that applied re- 
search be allocated to the product to which the resesuroh attention is 
beizig supplied* This being true methods must be found for segregating 
questionable projects appropriately* 

^en research is the service being purchased it seemis manifestly 
inappropriate that other applied research expense be allocated against 
such a mission since, as indicated above, applied resecirch should be 
allocated upon a product line basis and the costs should be absorbed 
through sales of the product line* 

Only the AIA makes a strong case against the desirability of 
negotiation of the reasonableness and allocability of research expense* 
This problem was recently analyzed fully as a part of the AIA presentation 
of 22 January 1958, and that analysis is applicable hereto* The conclusion 
reached was that this requirement must be retained since; (i) in the air- 
craft industry there are no competitive restraints to discipline the 
contractors and (ii) there is an lurgent need for utilizing fully the re- 
sults of the research and for relating all projects to others. 
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Tie ocnnner datlon 

Malntaia the orlnoiple# 

10* Training and Educational Costs (qq) See also Contributions and 
Donations J #*• 

Contention 

MM, AMk, Alk^ MA.PI, C* of and BIA are critical of the ex- 
tent of allowability included in this principle* Although the pro- 
posed allowances are considerably more liberal than the status quo, 
the industry contends that it is the current national policy to 
stimulate scientific and technical study and thus it is incumbent 
upon the DOD to encourage its contractors to minimize their efforts 
in this regard, including cost support of the effort. 

Evaluati on 

The presoat proposal! 

(i) allows , in- training and out- training at vocational 
and noo-oollege levels* 

(ii) allows part-time teohnioal, engineering and soientif lo 

education, inoluding materials, textbooks, fees, tuition, 
and, if necessary straight time oompensation for attendance 
of classes during working hours for 2 hours a week for the 
year (1 course). 

(iii) allows post-graduate tuition, fees, materials for fulltlme 
scientific and engineering education (BUT NO SALABT OR SUB- 
SISTENCE), for bona fide employees for one school year for 
each employee so trained* 

(iv) grants to educational institutions are considered donations 
and are unallowable by the draft. 

The above policy was developed oooperativsly by the procurement, 
naapower and research interests of ASD and 'the military departments. 
During the developaent every aspect of the problem was reconsidered and 
the above was adopted as being a reasonable treatment under today's 
circumstances. 

, In connection with (ii) industry objects to the limitation of 2 hours 
a week for the study during working hours. Basically, this sort of 
activity ought to be accomplished outside of working hours but instances 
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Issues In Basic Concepts 

1. The doc\anent should be recast Into "Principles" format * 

Industry Contention 

Industry stated that the title of the document, "Contract Cost 
Principles", Is a misnoner. A "prlnclp4.e". It is stated, is a concept 
of fundamental truth, while the draft document includes additional 
rules, regulations, smd manual-type matter. Industry ST;iggests that 
the document be recast into "principle" format, and if audit instruc- 
tions are needed, they should be provided as a separate document. 

Evaluation 

Cur e:qperience over many years has led us to the conclusion that what 
was needed to cover cost considerations in procurement is a document vhich 
(i) defines the cost areas, (il) provides the necessary guidance to permit 
the contractors, the contracting activities and the auditors to KUDW the 
treatment which will be accorded for the area, (ill) is drafted in a 
manner suitable for incorporation Toy reference into cost-^pe contracts 
so as to stipulate a sxifflcient reimbursement of cost provisions, but 
sufficiently flexible to cover the problem of the cost consideration in 
the pricing of fixed-price type contracts. 

On the basis of this experience, the entire DOD (including the audit 
and procurement elements of the military departments) is unanimous in 
the view that In basic format and content we need something very close 
to the present draft. The staff does not believe this to be a serious 
industry objection. We believe that the argument is made singly to beg 
for the moment the problem of the unaUowables, but that any document 
(such as an audit manual) which has the Identical unaUowables would 
be subjected to the same objections. In the event that industry wishes 
to press this point it Is rec(»mnended that we rename it. Among the names 
could be: "Contract Principles and Rules", "Contract Costs", 'Costs in 
Negotiated Procurement", and 'Cost Standards in Defense Contracting". 



IfeLlntain the natiure of the doc\ment and negotiate with Industry on 
an appropriate title for the concept. 
2. Objective 

a. If adjustments are loade the generetl objective is sound* 

Industry Contention 

Industry (except MAPI) states generally that the objective of 
one set of cost principles is sound for use> however^ only in "cost- 
related areas/' While there is a diversity of view as to vhat the 
cost related areas are^ there is general egreeiaent that it is im- 
pz^er to use the set for the purpose of the submission of cost esti- 
mates by contractors to support pricing. (See paragraph 3.a. en« 
titled "Application - Contractors should not be bound by the prin- 
ciples in submitting cost data in siipport of pricing estimates.") 
There is some feeling also that the entire firsHf ixed price area is 
not a cost-related area. 

Specif ic8LLly^ KSIA says the ^uniformity of treatment of contractors, 
without regard to the specific type of contract involved is, undoubtedly, 
a desirable goal... Bbvever,"... "At/A calls it a commendable project". 
SIA says that "OMs Association has consistently taken the vlev that in 
theory no exception can be taken to the development of one set of cost 
principles for cost- type and fixed price contracts alike, provided. .. 
NAM says "We recognize the desirability of having a single set of cost 
principles to be applied to all Government contracts vhen costs are a 
factor, provided. « . " AIA infers the same thing vhen it says that it 
"has no objection to the establishment of a set of cost principles which 
will be guide only with respect to the negotiation of fixed price types 
contracts and yfaich ..." jri!k>t\riiiiat€LDdivej the AIA provides an actual 
proposal which provides different treatment of costs for both the nego- 
tiation of prices and termination settlement.^ The American Institute 
of CPAs states concurrence "in the idea of a single broad set of cost 
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Principles provided that in their application,, recognition is given 
to the circTJOttstancea created each type of contract as a part of 
the conditions and f£u:tors vhich have a bearing on reasonableness, 
relevancy, allowability," etc. MAPI, on the other hand, takes the 
point of view that, "Few, if any, advantages are dlscemable and that 
the atiggeations bristles with possible discidvantages/' 
Evaluation 

Only MAPI thinka that the objective, even with acceptance of 
certain policy changes, is unsatisfactory. Iliere is general adMssion 
that the use is proper (i) in cost reimbursement-type, (ii) Incentive 
type and price redetermination type contracts, so long as the ''sound" 
policies in Part 8, Section III, Price Negotiation Policies and Tech- 
niques and Section VIII^ Teminatlon of Contracts are en^haslzed^ 
Recommendation 

The objective of the cozq^ehenslve set is sound. Continue the 
developmant. See the issue entitled "Application « Contractors should 
not be bound by the principles in submitting cost data in support of 
pricing estimates" (paragraph 3*aO for discussion of and recommendation 
vlth respect to the use of the Set by contractors in the submission of . 
cost data by contractors to stjpport pricing. 

b» Allowance of all costs vfalcbi are "noinnal costs of cox3ductlng 
business is necessary. 

Industry Contention 

The basic objective of the cocqprehenslve set must be fairness 
and equity to Government and to industry. Fairness to industry 
requires recognition and alloTObility of ALL COSTS OP DOIHO BUSI- 
NESS to the extent that s\2ch costs are allocable f^r )A reasonable. 
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Specifically, NSIA saya that the "cost principles must be hased 
on the CJoveriment' 8 willingness to recognize and accept all normal 
and legitimate costs of doing business. The determioatlon of such 
costs should not be subject to shadizigs, gradations, or special cir- 
cumstances, nor should allowability be conditioned on the ability of 
a contractor to prevloiisly negotiate special cost allowances into in- 
dividual contracts • Again the NSIA speaks against the "disallowance 
in whole or in part of maoy elements of costs which are generally 
considered to be normal costs of doing business, costs which cannot 
be avoided merely because the Government chooses to call them un- 
allowable euad which in non-Government business are normally recovered 
In the market place in the price of the article sold." AMk says that, 
as a matter of sotxnd philosophy, the Government must be willing "to . 
pay a fair and proportionate share of all the normal costs of conduct- 
ing business." MA?I states that "Tb achieve a profit the business 
first must realize enpiigh.from the sale of its products or services 
to pay all its costs of doing business. Tb the extent that it fails 
to recover all its legitimate costs incurred in perf ormicg work for 
a single customer it is subsidizing tliat customer. . . .£Th±aJ/ £s not 
sound economics and it is not sound public policy in the Government 
interest." The Chamber of Commerce says that the "comprehensive set 
of cost principles should allow all legitimate costs of doing business 
provided they are reasonable and allocable to the contract involved. " 
EIA says It this vay: "Tba basis and foundation of such a set of 
cost principles would be a recognition by the Govemisest that all 
normal and legitimate costs of doing business are properly chargeable 
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to Goveriment business dependliig on their reasonableness and alloca- 
blllty to the vork In question.'' HAM states that the coxcprehexisive- 
set objective Is sound provided the principles "recognize the concept 
of reasonableness^ generally accepted accounting practices and alloca- 
blUty^ and encosqpass all normal costs of doing business." The Cos^- 
troUers Institute of i\2nerlca says that the proposeLL Is defective 
since It falls "to recognize or accept certain normal and legltlmtte 
costs of doing business €U3d falls to give proper einphasls to the 
basic principles of reetsonableness, allocablUty and generally accepted 
accounting principles and standards." 
Evaluation 

Of all the points raised by Industry, this Is probably the most 
dlfflciilt to resolve to the satisfaction of both parties. Wte agree 
that application of the tests of allocablUty and reasonableness as 
the sole criteria for determining allowability is appealing. However, 
such application for purposes of this statement is not adequate for 
two reasons. First, the two terms "allocable" and "reasonable," 
despite the fact that we have defined them, are indefinite, judgment 
terms. The thousctnds of users need further guidance and a fuller 
description of their application to certain elements of cost if we 
are to achieve any satisfactory degree of imlformity of treatment. • 
Second, there are certain costs which, (l) as a matter of public 
policy, or (2) because allowance would represent duplicate recovery. 

(l) ^ Tublic Policy ". Enter tcilnment expenses have become 
an accepted cost in commercial practice. They are, in part at least, 
a selling e^qjense. Ihe code of ethics of public servants clearly pro- 
hibits acceptance of such favors. Are we then to condone the practice 
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Toy inference by acceptance of such costs? We believe the ansver is clearly^'"^ 
and must be specifically stated* 

(2) "Tb avoid cUqOicate recovery". In several places we have in- 
diided provisions which are designed to reach equitable results, but avoid 
duplicate recovery. For exaaiple, research and development costs incurred in 
accounting periods prior to the award of the contract are not allowable, but 
at the same time, we accept the cost of current research and development 
activities. Oliis is done in order to prevent duplicate payment (l) when 
originally acconjOished and (11) in the pricing of later production. We 
believe that the resxilts represents substantial equity to contractors who may 
capitalize such costs as well as those vbo charge them to operations as they 
are inctored. 
Recommendation 

Eased upon conversations with certain Industry representatives and the 
general tenor of the written coxmnents, it is believed that some relaxation 
of our treatment of a few costs would remove not only this objection to the 
present draft but several others along with it, and still represent equitable 
treatment* It is clear that their principal objections go to; (l) compensation 
based itpon or measured by profits, (ii) advertising, and (ill) contributions 
and donations* 

c# Industry's '^gains'* won in ASBCA and the Courts should be allowed. 
Industry Contention 

Industry contends that, in any event, the "gains" won in the ASBCA 
GU3d the Courts, ought to be made allowable. 
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Specifically, MAPI, in criticiziEg the draft says that "in one 
stroke, the effect of such Armed Services Board of Contract Appeals' 
decision as gwaarbzhaugh , Wichita Eagineerlng^j Gar Wood amd others 
will have heen nullified. " It is stated further that "any revised 
set of contract cost priociples should give full recognition to 
doctrines propoxinded in the decisions of the Araied Services Board of 
Contract Appeals. That is to say, the spirit of such cases a^ the 
Swartzhaugh case^the Wichita Englnaering case shotild he preserved." 
The MSIA infers the same thing when, in criticizing the disallowance 
of "losses on other contracts" states: "As written^ the paragraph is 
inconsistent with the Court of Claims decision In the Bell Aircraft 
Corporation v. U.S. ...where a Government contractor was allowed to 
capitalize losses on experlmentetL contracts and allocate them as 
costs to other Goverxmient contracts." 
Evaluation 

We helleve that these "galx:s"oT:ight to he reappraised on an 
objective basis in the manner in which all cost elements should. 
To the extent that this consideration indicates disallowance, they 
should be so treated. ASBCA and Court cases are determinations of 
existing facts only based upon the then existing cost r\iles. Hie 
q;uestlon of whether these rules and, hence, these decisions are 
proper trooi a policy standpoint is nov up for recommendation. 
Recommendation 

Reject the contention and reevaluate the items as appropriate. 



3» Application 

a. Contractors shovild not be bound by the principles In submittln^^"^ 

cost data In siipport of pricing estimates* 

Industry Contention 

"Industry must not be asked to accept the cost principles as 
a basis for their development and submission of cost data in sup- 
port of pricing^ repricing^ progress payments^ etc. 

Specifically^ AMA says^ "•••the contractor's price breakdown sub- 
mitted in support of firm price bids or proposals cannot properly be 
forced into the ftramevork of any set of cost principles*" NAM and NSIA 
state^ "Under no circumstances can ve agree to omit from submissions of 
cost data or estimates any costs that are incurred as legitimate costs 
of doing business and properly allocable to a contract, even though the 
Government may be disinclined to share in such costs." 
Evalualtlon 

We recognize that our proposed provision ^15-10l(a)(il)(A)^ cannou 
be strictly enforced upon contractors, particularly in connection vlth 
precontract negotiations* However, the statement of fact that contractors 
are expected to follow these principles as a guide. will, we believe, be 
effective in most cases. However, whether Industry accepts or not, we 
need an objective stamdard Vy which to evalxxate price proposals and if 
Industry Includes unallowable cost elements we need to be able to identify 
such costs through expanded audit evaluation of proposals. 

Apparently the requirement would be much less objectionable if certain 
items were not flatly disallowed in every case. 

Supported by this provision in ASPR, we believe that contracting 
officers and auditors will be able to obtain the cooperation of contractors 
in so making thelxi submissions. If so, auditing can be reduced to a 
mlnimuni. 
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RecoTnmerKlfttlon 

Malzrtaln this concept In the course of the negotiation vith industry* 

b« Airplieation of principles in resolution of cost issues vLH harm 

negotiation* 

Industry Contention 

Xndustxy*s objection to the applicability provision vfaich pro- 
vides that the cos^ehexisive set viU serve as a "guide in the re* 
solution 6t the acceptability of specific itens of costs in f orvard 
pricing triien such costs have become an issue" is usually coupled 
vith the contention relati&g to the ALLOUABILITr OF COSTS* 
fftiile the naZA does the sasie things they do so in a vay vhich vill 
pernit the isolisttion of this provision as a separate issue* 

aipecifically^ ISIA construes the vords as iTitplying that "controversial 

issues cannot be negotiated and that they will be unilaterally settled by 

the Govemoent*" Accosrdingly^ BSIA suggests this application be deleted* 

Evaluation 

The general industry position iis that the cost factors ought not to 
be the subject of negotiation, that price, not costs, in fixed-price con- 
tracting ought to be negotiated* Since the Government agrees to the con- 
clusion (see 3*b* above), provision is made that the principles shall be 
used as a "GUIDE" in the establishment of the fixed price* Hot to do so 
leaves the ASBCA and the Courts vith the problem of the meamtrement of costs 
in determining settlement of price nithout a yardstick* We consider the 
guidance proper* 
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Reconnaenda'bloa 

31x2ce ve believe that It la souod to utilize the saine yardstick Iq 

iseasurlfis costs In the settlement of Issues as used In the negotiation 

and termination action^ adherence to the position Is recommended. 

4. "Reasonableness" and "allocablllty" are adequate standards for the 
determination of costs . 

a« Reasonableness as a standard. 

Industry Contention 

All comments offered Indicated that "reasonableness!' Is a 
critical consideration upon which a proper set of cost principles 
shotild be constructed. Ihey seem to say that use of the mere word 
Is all that Is necessary to secure a proper performance. Ttiey 
object particularly to some of our blanket determinations of un- 
sillovablllty vhlch have been determined on the basis that it Is 
unreeisoxiable for any of the particular expense to be charged to 
the Giovemment. They content that the term cannot Include "second 
guessing" of contractor's management # 

aSpeclflcally, AIA says that reasonableness Is Important, but they 
suggest the deletion of the proposed definition without offering a 
substitute. EIA, in suggesting the delation. of the "competitive 
restraints" test says that this test "will require both the Contractlz3g 
Q^icer and audit personnel to make economic determinations outside the 
scope of their experience #" KSZA says that "it is totally contrary to 
good contracting policy"*., to superimpose upon /"the contractor's 
Judgment^ • . « "criteria involving retroactive revlev of individual 
business Judgments with respect to the Incurrence of costs." AS/lk says 
that "organizations must function through the Judgments and discretion 
of its executives in the accoagllsblng of the purpose for tdiich the 
contract has been let", and suggests that it is not proper to second-^ 
guess this management Judgment. MAPI concurs substantially with the 
definition of reasonableness provided with minor modifications. NAM 



says that the requireznent for special contract coverage "liinits matiage- 
meat's preogatlve to make sound business decisions by requiring prior ^ 
approval to incur legitimate business expenses. 
Evalxxatioa 

It is essential that the definition of reasonableness be agreed upon. 
Once it is agreed upon, it will be incuz&bent upon the Government repre* 
sentatives to apply it in the performance under the contract. In the 
event that such monitoring causes dlsallovances MlbXtiti will be interpreted 
by contractors to be an "usurpation!* of management prerogative, resolution 
can be effectuated through the '^disputes" procedure* If reasonableness is 
to mean anything at sdl, it must presuppose that it is possible for some«» 
thing to be imreasonable, and if an action is unreasonable, the cost 
thereof shoiald not be alloved* If such a determination of unreasonableness 
of cost can be made in advance of the inciarrlng of such cost, the contracted 
should be benef ltted# 
Recoimnsndatlon 

The concept is sound and should be maintained. 

b» ALlocablllty as a standard. 

Industry Contention 

The concept of ''allocabllity", like "reasonableness", needs no 
definition or expansion. Any method of allocation, if in accordance 
with generally accepted accotinting principles and practices, may be 
used and must suffice for DOO contract costing pur]poses« 

Specifically, MAPI says, "Cozqprehenslve cost principle j» should recog* 

nlze that 'generally accepted accounting procedures' include a variety 

of acceptable methods of expense allocation" (but accepts our definition 

with only the addition of an "or" in its detailed criticism). In AIA's 

rewrite, the deflnitloa Is oiqLtted and ]neutlot]e4 is oade ozUy to the 



effect that, "In ascertaining what constitutes allocable costs, any 
generally accepted accounting xnethod of determining costs that is 
equitable under the circumstances may be used. . • " 
Evaluation 

For purposes of this document, it is believed that definition and 
some discussion of the concept of allocation is necessary. Allocation, 
for certain business purposes such as published statements or taxes, 
does not require the degree of refinement that is appropriate for our 
costing purposes. Our proposal merely points out the various methods 
of allocation which should be considered in distributing expenses for 
contract cost purposes depending upon the circumstances. EIA seemed to 
recognize this view ^en they commented; "It (a set of cost principles) 
would have as its two main objectives, first, the enumeration of ac- 
ceptable methods of allocating earnings cmd expenses to segments of 
the contractor's business and, where required, to specific contracts; 
and second, the establishment of acceptable accounting methods for 
identifying and reporting items of income and expenditiares, a^ad those 
items of a Contractor's income statement which do not represent cost 
of operations." 

Throughout we have provided for the greatest latitude by such pro- 
visions as: "The contractor's established practices, if in accord with 
such generally accepted accounting principles, shall be acceptable" and 
"This principle for selection is not to be applied so rigidly as to 
unduly complicate the allocation where substantially the same res\ilts 
are achieved throxjgh less precise methods." 

It appears that this criticism is actually directed, not at our coverage 
of allocability, but rather to the fact that the principles have determined 
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that certain elements such as contrihutions, profit sharing, and adver* 

tising/ are not allocable to Goveriment contracts • 

R ecoflgnendation 

qiiat this approach be continued. 

c. SoTjndness of the requirement for negotiation in the determination 
of cost treatment, particularly in relation to reasonableness 
and allocability is questioned. 

Industry Contention 

Uhifonntty in cost treatment is considered a sound objective. 
However, this \iniformity which has been a basic aim of all previous 
drafts of the cost principles, has been lost by the requirement 
that certain listed costs be the subject of negotiation to make them 
allowable. 

Specif ic€LLly, N3IA states that "Uniformity of freest J treatment... 
is a desirable goal." But it states that the negotiation requirement 
"(a) favors any conq;)any in a strong negotiating position, (b) opens the 
door to specieil treatment, and (c) limits management's discretion... 
merely because cost coverage had not previously been negotiated." i^ain 
it is stated that the new test of acceptability, i.e., "companies with 
a preponderance of Government business are not subject to coinpetitive 
restraints"... would promote a lack of uniformity in treatment..." !Ihe 
C. of C. notes an inference "that the predetermination of basis for the 
allowability of costs must be agreed to in advance" and recommends 
deletion of the requirement. NAM feels that the negotiating language 
"limits management's prerogative to make sound business decisions by 
requiring prior approval to iz^ur legitimate business expenses... and 
...special provisions are required which have the effect of defeating 
the objective of \uiif ormity by favoring contractors in a strong nego- 
tiating position. Inasmuch as uniformity and equity in the allowance 
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of costs is one of the objectives of a set of cost principles^ we feel 
that the Government should remove the requirement." EIA^ although 
critical of the actual provisions, seems to take a different view when 
it says '^Provision should«..be made for the treatment of some items of 
cost by contractual coverage where specicil or pectiliar circumstances 
justify it-" 
Byaluation 

Some of the comments apparently arose through a mistaken Impression 
that failure to negotiate these items of cost in advance vould make them 
unallowable • This is erroneous. Absolute unifozudty of cost treatment 
and cost result cannot be achieved. As a matter of fact, industry's own 
proposals relating to the tests of reasonableness and generally accepted 
accounting principles, if applied, can only result in gross lack of 
uniformity of treatment and cost result. The negotiation technique 
cosg^lalned about was included in the draft to cause specific consider- 
ation of the traditionally difficult costs which are potentially unal« 
lovable becuase of the high i^obability of unreasonableness or nonal- 
locabillty. We bellieve, moreover, that the very best finding of reason- 
ableness of cost is one which is specifically considered and negotiated 
between the parties in advance. Because we believe that the success or 
failtire of the whole project is tied aroiind these difficult costs, we 
believe that it is essential that the concept be maintained \intil it 
la detenslned that a mutually acceptable DOD Industry position can be 
agreed upon. 
Recommendation 

IfeLintain the concept at this time. 



d. Contractors Accounting Systems shoiald be controU-ing if in 
accordance with "Generally Accepted Accounting Principles". 

Industry Contention 

The selection of em accounting system is a management prerog- 
ative « If the system selected and applied is in accordance with 
generally accepted accoxanting principles and practices and is 
consistently applied^ it must suffice for governmental costing 
purposes • It is therefore improper that particular accoxmting 
standards be included in the comprehensive set. 

Qpecifically, NSIA says, "It would reqjiire drastic revisions in 
existing and accepted accounting systems of contractors . " AIA says that 
we .should recogrdze the basic principle that any financial system 
must a^ssign the total cost of doing business to the work performed \ipon 
whatever basis fits a company's particular requirements for the realistic 
reporting of operating results to stockholders, the Securities and Ex- 
change Commission, and others/.* AMA states that we shotiLd recognize 
"the existence and prima facie propriety of the selected contractor's 
established accounting system*" (Underscoring added.) 
Evaluation 

Generally accepted accotmting principles are broad standards for the 
evaluation of the financial position of an enterprise and for the measure- 
ment of income azid e^gpense over a given period of time. Thus, a system 
may be maintained in accordance with such principles, fulfilling the 
requirements of management, the stockholders, taxing authorities, and 
others, and yet not necessarily yield costs related to a product or 
contract to the extent required for cost reimbursement or to stipport 
pricing judgments. Thus, we have accepted the concept in Its correct 
sense by adding "applicable in the circumstcuoces" meaning to DOD con- - 
tract costing and pricing. The related point of consistency, we view 
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the same vay* Consistency Is essential only, so long as conditions re« 
naln substantially the same. Vlhen conditions change^ a system change 
inay required also. The draft recognizes this fact. 

As an example of the inadequacy of "generally accepted accounting 
principles and practices" for Government contract costing purposes^ ve 
sdght cite tiie treatment of depreciation on fully depreciated aissets. 
Ordinarily such depreciation could not he charged as a cost under 
generally accepted eu:co\mtlng principles. Bbvever, to achieve equity 
in reimbursing the contractor for use of hissassets in this category 
in any procxrrement program, we permit a "use charge" under certain cir- 
cumstances, which is the equivalent of depreciation. 

Within this very flexible framework of generally accepted accoxanting 
principles and practices, in order to achieve some degree of consistency 
and equity of treatment of different contractors and to eliminate as 
many questions as possible, we have set forth accounting standards or 
guides in certain instances. These do not require that the contractor 
change his accounting system any more than a tax statute requires him 
to change his own method of accounting. But such guides are necessary 
if we are to achieve any reasonat>le degree of uniformity of policy or 
practice in the dealings of our thousands of procurement and audit 
personnel with the many Defense contractors. 

It is interesting to note that response of the American Institute 
of CPA's did not contain objections to this aspect of the proposal. 
ReconrmpTidfttion 

That this general appro€ich be continued. 



I33UE3 rrfeic of cost 



Virtually every item of cost has "been the subject of some criticism or 
comment iby some of the respondees* Msmy of these appear, solvable by editing 
some of the points into the document. As might be ext)ected, all of the 
Associations did not make the same comment nor criticize the same eleiEent. 
In order to reduce the problem to the costs which were subjected to the nn^st 
consistent and broad criticism, the following are discussed; 

1. Advertising Costs (a) 

2. Bad Debts (b) 

3^ Plant Rehabilitation Costs (cc) 
k* Rental Costs 

Research and Development (11 ) 
6. lEralnIng and Educational Costs (qq.) 
!• Advertising Costs (a) 
Contention 

HAM, HSIA, MAPI, AMA, AIA, C* of C*, EIA, and CPA were critical of 
the coverage of the draft of this item/ The recommendations centered 
upon the allowability of product and institutional adveirbising, subject 
ox2ly to allocablUty and reasonableness » lAth respect to product 
advertising one association suggested that in the establishment of mass 
markets, the Government has received price beiief its which Jtistify the 
proposed action* All contended that IIISTITUTIOIIAL TXFE ADVERTISBC 
should be allowed since such advertising '*inf orms the public on 
matters of general interest, stimulates interest and the pursuit of 
careers in science and engineering, or affects exoplqyee relations/* 
TbB Amezlcan Institute of CPA's notes that It is "reasonable to 
allow the cost of advertising for scarce materials, or for second- 
hand machinery when new machinery is hard to obtain. '* 

Evaluation 

Industry generally seems to admit that product advertlslpg ought not 
to be allocated against Government contracts* Institutional advertising 
may result In some benefit to the Government under certain circumstances, 
but that benefit is sozoewhat elusive and thus reasonableness of cost is 
extremely difficult to determine. 



On the other hand, while advertising for needed specific materials, sub. 
contractors, engineering proposals, and the like, for the purpose of carrylxjg ' 
out the contract, establish the kind of a relationship vMch justifies allow- 
ance, it Is so ndnor in natvire and so difficult to isolate as to indicate the 
desirability that this aspect be absorbed in the fee allowance. 

Recoj^^SSiSS 

nsallov product and institutional advertising. 

2, Bad Debts. 
Ctontention 

HarA, MAPI, AMA, AIA, C. of C, and Elk proposed modLfications 
of the bad debts principle. Generally, it is stated that the un- 
aHowability of bad debts is too sweeping since, it is asserted 
that there are waxsy IdLnds of credit losses as "a result of handling 
(jovernment business." 

Evaluation 

There is some merit to the argument that there is a possibility of 
losses in connectton with subcontract operations which might be considered 
to "be in the nature of bad debts. Hbwever this is insignificant, ance 
the major source of bad debts relates to customers, and since the Government, 
as a custoBBT, pays its debts, such e:^nse is not allocable to the Government 
HecoTr^"«^«*tion 

Continue to disallow all bad debts. 

3. Planb Reconversion Costs (cc) 
Contention 

HAM, KStA, AIA, C. of C, EIA and MAPI are critical of the 
allowability of only the cost of removing Govsrnnent properlgr and 
the restoration or rehabilitation costs caused by such removal. 
It is contended that the nature of the Contractor's business and 
the \ise of the plant and the extent of his involvement in defense 
procurement programs should be the detemining factor in the 



determination of whether these costs ere allowable* The argui&ent is 
ssade that \Aiile the non-allovablllty my he correct with respect to 
minor plant adjustments to \indertalie defense work, major or abnormal 
changes ought to be allowed "on the basis of negotiation", partlciaerly 
where there Is knowledge that after performance of the Defense work 
the contractor wlU resume his previous operation^ 

Evaluatloa 

Ihe proposed action was taken In the belief that make-ready e:cpense 
ought to be allocated against the ensuing production* !I!hus> the Government 
ought to allow the costs of preparing for the production xinder Its contract 
and the civilian production ought to take care of the make-ready for the 
stew production—thus such eogpenses should not be allocated against the 
Government contract* Notwithstanding, we found It necessary to both 
renx^ve Government property from the contractors premises and to rehabilitate 
the premises "caused by such removal"* 
Recommendation 

Msdntain the principle* 
k. Rental Costs (hh) 

Contention 

HSIA, AIA, MAPI, C* of C, BIA, and CPA are critical of two 
provisions of the principle (l) the limitation on Inter-plant 
rentals tliat such should not "exceed the normal costs of owner- 
ship" and (11) that In general sale ai3d lease back situations, 
subject to negotiated exceptions, the costs should not exceed 
that '*whlch would have been InciEcred had the contractor retained 
legal title to the facilities*" It is asserted that in both 
situations the tests otight to be reasonableness of the rental. 
Including such other tests as "in line with those charged for 
similar properties;" and "conqparable to nmoal rental to be paid 
for like facilities In the open market*" It is asserted that the 
sale-and-lease back technique is an "established muethod of raising 
capitals? 

Evaliaation 

Both provisions are designed to maintain rentals at reasonable levels 



and remove an initiative of a contractor by his own action to Increase 



Goverxunental costs* The teehxilque utilized Is slinply to limit the costs 
to that yblch vould have occurred had the transfer not heen made* At the 
BBOB ttttSf the policy recogixLzes that these are often anns-length transactions 
of the tys^ vhlch justify cost adjustments and the draft makes provisions for 
specific negotiations therefor • One Association recognizes the problem. 
They say; Judge the leaseback rental in terms of the lessor's costs had 
he retained title is to measure the rental by the very index which the lease- 
back arraiigement was designed to repudiate CJovernment's recognition of the 
validity of this argument was the very reason for adoption of the policy. 
If the sale and leaseback technique is an "established method of raising 
capital's there is all the more reason why we should not allow excess cost 
attributable to 1±ls technique inasmuch as we do not allow the costs of 
rsSsing capital generally. 
Recommendation 

Maintain the principle. 
5. Research and Development Costs (11) 

Contention 

IIAM, HSIA, AMA^ AIA, MAPI, C. of C, and EIA have criticized 
this principle, although conclxiding, generally, that the present 
draft represents the soxindest draft which has been yet developed. 
OSie criticisms relate to (1) the difficulty in breaking down all 
research into basic and applied for the purpose of allowing the 
applied on the basis of allocabllity to the product line; (11) 
the non*allocablllty of research overhead to the accomplishment of 
a research contract mission; and (ill) tlii AIA particularly con- 
tends that the requirement for negotiation to suppor.t reasonable* 
ness of the research expense represents on unwholesome control of 
research. 

Evaluation 

It is recognized that it is sometimes difficult to break down all 
research into basic and applied. Ebwever it is sound that applied re- 
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seaxcb be allocated to the product to -vrtiich the research attention I3 beli^g 
supplied* Ihis being true methods must be found for segregating questionable 
projects appropriately. 

I'lhen research is the service being purchased it seems manifestly loap* 
propriate that other applied research expense be allocated against such a 
mission since, as indicated above, applied research should be absorbed through 
sales of the product line* 

Oxiiy the AIA malies a strong case against the desirability of negotiation 
of the reasonableness and allocability of research expense* Ibis problem 
vas recently analyzed fully as a part of the AIA presentation of 22 January 
19^9 tod that analysis is applicable hereto* The conclusion reached vas 
that this requirement must be retained since; (i) in the aircraft Industry 
there are no cos^etitive restraints to diiscipline the contractors and (11} 
there is an urgent need for utilizing fully the results of the research 
and for relating all projects to others. 
Recommendation 

I^ntain the principle. 
6* Training and Educational Costs (g<}.}« 

Contention 

HAM, AMA, AIA, MAPI, C. of C*, and EIA are critical of the ex- 
tent of allowability included in this principle. Although the pro- 
posed allovances are considerably more liberal than the status quo, 
the industry contends that it is the current national policy to 
stimulate scientific and technical study and thus it is incumbent 
upon the DGD to encourage its contractors to minimize their efforts 
in this regard, including cost srzpport of the effort. 

Evaltffitlon 

The present proposal: 

(i) allows in- training and out- training at vocatiozffll 
and non-coUege levels. 
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(ii) allows part time technical, engineering and scientific 
education. Including materials, texttooks, fees, tuition 
and. If necessary straight time compensation for attendance 
of classes during working hours for I56 hotnrs per year. 

(Hi) allows post-graduate txiltlon, fees, materials for fuUtlme 
scientific and engineering education (BUT W SALARY OR SIB- 
SLSfSESaCB), for bona fide ezoployees for one school year for 
each en^oyee so trained. 

(iv) grants to educational Institutions are considered donations 
and are unallowable by the draft. 

Ihe above poll^ was developed cooperatively by the procwement, mazqpover 
and research Interests of ASD and the military departments. During the develop, 
menb every aspect of the problem was reconsidered and the above was adopted as 
being a reasonable treatment tinder today's circumstances. 

In connection with (ii) industry objects to the limitation of 156 hours a 
year for the study during working hovers. Basically, this sort of activity 
ought to be accos^ylished outside of worlcing hows but Instances were found 
in i^ch this was not possible. Ihis appears to be a reasonable solution. 

In connection with (ill) industry objects to the non-allowability of 
salary and subsistence. AULocability of this expense against Government 
contracts is a tight question. As a matter of policy therefore, we 
sought a reasonable solution and one in ^cdiich a discipline to reasonableness 
would be provided. Sharl5g of the expenses provides this incentive. 

Finally, industry objects to tiie non--allowance of grants in (iv). 
Oliese were disallowed on the ba,sls that grants are in fact donations azvi 
should be allowed only if contributions generally are allowable # 
Recommendation 

Maintain the principle except with respect to educational grants which 
should be allowed as a edxxtri'butlon or donation. 
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GOVE R N MENT CONTRACTS 

CONTRACT COST PRINCIPLES: MAPI Flies Statement Supplementing 
Its Presentation During POD Hearings on Proposed Set of 
Comprehensive Contract Cost Principles 



As Indicated In Bulletin 3560, MAPI participated In a joint 
govemmetit-lndustry conference at the Department of Defense on October I5, 
regarding the proposed set of comprehensive contract cost principles. 
Supplementing our oral presentation a written statement has been submitted 
to Assistant Secretary of Defense Perkins McCSulre^ the text of which Is 
reproduced In this bulletin. 

The MAPI statement of November l^i- stands firm on the proposition 
advanced and documented by MAPI since I956, namely, that under xio circum- 
stances should contract cost principles of the type embodied In ASFR, 
Section XV, be applied to fixed-price contracts. OSiis position is spelled 
out fully In the MAPI statement in terms of current public policy on' the 
subject supporting the MAPI position, pertinent regulations of the Depart- 
ment of Defense which would be in conflict with any single set of cost 
principles, and the need, in oiir view, of a complete reappraisal of the 
concept that a single set of cost principles be xmiformly applicable in 
government. prime and subcontracting. The Institute has consistently 
reasoned and argued that the result of the current DOD proposal would be 
to convert fixed-price contracting into formula pricing as employed in 
cost-reimbursement type sittiations. 

Our other specific recommendations are summarized on page 12 of 
the letter to Secretary McGuire, In addition to the problem of fixed-price 
contracting the statement recommends that advertised contracts, most sub- 
contracts, and contract terminations be excluded from the applicability of 
the proposed regulation. Treatment of specific cost disallowances is 
covered In the December I6, 1957> MAPI statement entitled "Defense Procxire- 
ment and Contract Costs" which is incorporated as a part of our current 
presentation. 

Comments and fuarther suggestions from interested member companies 
will be appreciated. May we acknowledge again assistauace from the MAPI 
Accounting Council and the CTA Financial Council in connection with the 
Institute's work in this area. 
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Honorable Perkins McCfuire 
Assistant Secretary of Defense 

(Supply and Logistics) 
^9 Pentagon 
Washington 25, D. c. 

J^y dear Mr. McGuire; 

IQSa m^^J^ accordance with your suggestion of October 15 
ve Se^?Jff°« -5°^^* industry-government conf erLce' 
ne^o? Se S''?.^^''^*^ ^ amplification of tSe ' 

SSl to '^^^ Allied Products Institute in re- 

coS^rSS^S ^SJJ^" °^ ^ comprehensive set S con- 
bS^lf o?the^fi?if?* statement is presented in 

personal iSerest^^^f T""^ our appreciation for the 

set Of co^^e^si^Jelo^i pSnSpSs"to'2iT''^"n°° * 

ated contracts becomes wtolS meIninJ.n °®80*^- 

it to developments to thfentlr^^S^/"^^ ^ 

For this reaSn we SoSi ?o re^ °^>.°?'^i?°^.''^^^«- 

of its suggestion and-^bef^e u^.^f^^ ^^^^ 

examinatiS of the^posS !t!o??^5°« !° ^ detailed 

backdrop of our totfrS? Sf " 

it in this broader per^e^?J^e considering 
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The nnt--^ ^^^'^^ present proposal , --For some years the De- 

. of Defense, acting partly upon its own motion and partly by reason 
of^^estions from Congressional committees and the General Accounting Office, 
2s all^S to^^^^ a set of cost principles which could be applied to 
negotiated fixed-price contracts as well as cost-reimbursement contracts- 
Thls OTocess. covering a period of some four or five years, is an outgrowth, 
of^LSsf of Sv^^^^ ^^^S *^ ^^^^^ II D, 5000, 

the wS^d Navy Departments V "Green Book," the post-World War II Joint Tenni- 
SatiorR^Sn and, finally, Section XV of ASER which controls the reim- 
bursement of contractors' expenses under cost-reimbursement type contracts. 

This record of developments, culminating in the present proposal, 
contains one interesting experience that is especially relevant to the docu- 
ment here under consideration. A Munitions Board memorandum of November 15, 
191^9 which limited the mandatory application of ASPR cost principles to cost- 
t™' contracts, nevertheless permitted their use "as a working guide" in fixed- 
price negotiations. In practice the working guide assumed the status of a 
rigid standard and, for this reason, permissive authority for the use of cost 
principles in connection with fixed-price contract negotiations was revoked 
by Department of Defense Instruction Ui05.ll, November 23, 193^. 

So much for a brief history of the current proposal's antecedents. 
Let us now consider the history of that proposal against the broad background 
of the overfall national defense program. 

Urgent need for reappraisal .— !I!his recital of the present proposal's 
history is important, we think, because of some startling recent developments 
in military technology that have altered radically and permanently the total 
defense posture of the United States. The changed circumstances flowing from 
these developments are financial and managerial as well as technological and 
strategic. They are of such a fundamental natiure as to require a most care- 
ful re-examination of all procurement policy and procedure. We believe that 
you should give primary consideration to the question of whether or not the 
proposal for a comprehensive set of cost principles drawn in the form of 
Section XV of ASPR— which has never been a completely sound proposal in our 
Judgment--may not be altogether inappropriate at this time* 

The Soviet Sputnik .— As we have noted, the case for application of 
ASPR cost principles to all types of negotia,ted contracts has developed during 
the post-World War II period which culminated in the laxmching of an earth 
satellite by the Soviet Union. This latter event, marking the dawn of the 
Space Age, has given rise to grave Congressional concern with the state of our 
national defense, highlighted by the hearings before the Preparedness Investi- 
gating (Johnson) Subcommittee of the Senate Armed Services Committee. 

Da addition to its numerous recommendations for enlargement and im- 
provement of otir national defense in terms of military programs and weaponry— 
with which this statement is not directly concerned— the Johnson Subcommittee 
recommended in connection with stepping up the tempo of our defense effort a 
simplification of our military procurement procedures. With this latter recom- 
mendation our statement most emphatically is concerned. 
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•Bie testimony of certain witnesses pointed up the shortcomings of 
our present procurement system, and such testimony is emphasized in the re^ 
marks of Senator Saltonstall in proposing certain amendments to the Armed 
Services Procurement Act (10 tJSC 2301 et seq.) on October 1^, 1958- Senator 
Saltonstall said; 

^We have great confidence in the vitality and initiative of 
American industry. The free competitive system which has 
enabled o\ir nation to achieve unheralded industrial advances 
should be able, as it has in the past, to achieve military 
weapons superiority second to none. But, as Professor Liv- 
ingston of Efaxvard so aptly pointed out when he testified 
before the Preparedness Investigating Subcommittee hearings, 
oxir present system of defense contracting does not encourage 
those forces in our industrial establishment to work... 
Ironically, Livingston pointed out, even in the controlled 
economy and industrial establishment of the Soviet Union 
great rewards were provided for success in scientific and 
technological areas, and;penalties for failure. (The Russians 
know full well the virtue of the incentive system. If the 
future security of the Uhited States depends upon its ability 
to develop in the shortest possible time modem weapons of 
destruction so as to deter oxir enemies from aggression, then 
we must make full use of the inherent characteristics of the 
American industrial system which give it vigor and strength." 

It should be emphasized that the remarks of Senator Saltonstall and 
Dr. Livingston are typiceLL of suggestions, both in and out of government, for 
increasing contractor incentives. 

Contradictory trends in government procurement .— i!he spirit of the 
observations quoted above appears to have been reflected in a series of de- 
velopments within government itself. First, it seems evident that the Mili- 
tary Services themselves . are undertaking a fresh appraisal of the awesome 
technological problems thrust upon them by the Space Age. There is evidence, 
moreover, of a desire on the part of the Services to share increasingly with 
private industry the technological azid financial burdens thus created. 

General Quesada, newly appointed Administrator of She Fedezral Avia- 
tion Agency, bespoke this attitude in a recent speech in which he sxiggested 
that industry and government must "start work immediately on working out some 
new concepts embracing the ways in which we reward industry's efforts for 
scientific and technological development of advanced weapons." The report of 
the ad hoc Committee on Research and Development of the U. S. Air Force 
Scientific Advisory Board— the Stever Report—emphasizes the same point in 
these words: "Contracting procedures should be changed to give contractors 
greater incentive to do research development work more effectively." In the 
legislative area the extension of the Renegotiation Act for a period of only 
six months — with the proviso that the process be subjected in the meantime 
to a searching Congressional stxidy— would seem to offer further evidence of 
a new look by Congress at the whole question of providing incentives and re- 
moving disincentives to more efficient production of war materiel. 
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Within the framework of the Armed Services Procurement Regulation 
itself we find within recent months substantial improvement in regulations 
relating to pricing poUcies for negotiated contracts and in the acquisition 
of contractors^ proprietary technical know-how* This whole complex of state- 
ments and action had encouraged us to believe that a new spirit was abroad in 
the whole area of government procurement* Unhappily, the dogged pursuit of 
this proposal for an across-the-board application of cost principles seems to 
us wholly inconsistent with the current emphasis on the new spirit described 
above and would, in our Judgnent, represent a serious backward step. 

Let us turn now from the backgroxmd of this proposal to a more de- 
tailed examination of specific questions which it involves. 

Considerations of Public Policy 

Jn the recent industry-Department of Defense conference on this 
subject, repeated reference was made by government spokesmen to considerations 
of public policy, particularly as they dictated the disallowance of certain 
items of expense re^trded by industry as normal costs of doing business. 
Although raised for the most part in connection with the discussion of spe- 
cific items of cost, we suggest that certain overriding considerations of 
public policy apply with even greater force to the question of the applica- 
bility of contract cost principles with which this sxrpplementaJL statement is 
primarily concerned. 

A reading of the Armed Services Procxirement Act (10 USC 2301 et. 
seq.) in conjunction with its principal administrative implementation, the 
Armed Sexrvlces Procurement Regulation, makes the advertised bid method of 
public contracting a preferred method as an unmistakable matter of both 
legislative and administrative policy. Although the statute deals with the 
point only by indirection, ASBR, we think, harmonizes completely and specif- 
ically with legislative intent in according the next order of priority in 
procurement preference to the firm, fixed-price contract. (Since the 
descending order of subsequent preference is well summarized in a quotation 
from Lt. Col. George Thonipson, USAF, appearing at a later point in this 
statement, we shall not now dwell further on the matter.) 

In addition to these express legislative and administrative prefer- 
ences of procurement policy, ASPR itself contains one further significant 
statement of general procurement policy that deserves repetition in this con- 
nection: "it is the policy of the Department of Defense to procure supplies . 
8U3d services from responsible sources at fair and reasonable prices, calcu- 
lated to result in the lowest \iltimate over-all cost to the government." 

We regard these propositions as jcentral and fundamental policies 
of Defense procurement to which all other considerations of public policy— 
from whatever source drawn or imagined — must be subordinated. Moreover, we 
cannot believe that policy demands a broadened application of proposed cost 
principles if, as a result, "ultimate over-all cost to the government" is 
increased. And this is precisely the result we predict in that eventuality. 

At the risk of repetition we cannot fail to add that the widespread 
and continizing suggestions for the enhancement of private incentive in defense 
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work— to some of which we have referred briefly above— are not only entirely 
consistent with these basic policies of military procurement but would lead 
alJDOst certainly^ in our judgment, to- improved contract performance, an in- 
creased interest in defense production and a very considerable reduction in 
ultimate over-all cost to the government. 

Hie real issue to be decided .— The realities of the situation as v;ell 
as the evident concern of your staff with questions of public policy demand 
that the resolution of the question now*before you be based upon the broadest 
possible considerations of public policy. This being so, the issue to be de- 
cided may be stated very simply: Would the present proposal for application 
of contract cost principles in their present form to all types of negotiated 
contracts serve the public interest? 

We do not believe that it would. 

The Present Proposal 

In turning to the applicability of the proposal before you, we 
should point out once more that we do not regard ASPR cost principles-^in 
either their present or proposed form— as desirable or proper standards even 
for cost-reimbursement type contracts. 

The principal change in procurement practice to be effected by 
adoption of the ciirrent proposal would consist in applying a revision of the 
present ASPR cost principles to fixed-price as well as cost -reimbursement type 
contracts. Having in mind the effect of the proposal's adoption upon the 
broad public policy question posed above, we should like to consider it in . 
terms of its essential nature, its effect on negotiated, fixed-price contracts, 
its use and effect in "cost-related areas," its effect upon normal business 
incentives, its effect on subcontracts, its effect on contract termination, 
and its effect upon the normal incidents of contract negotiation. 

The nature of the proposal .— As a part of the colloquy on the sub- 
ject of applicability at the recent Pentagon conference, the observation was 
made that industry spokesmen were confusing the applicability of proposed cost 
principles with their content . We submit that one can no more consider the 
results of applying this proposal without considering all four corners of 
the document than one could judge the worth of a horse without e x amining the 
beast. What, exactly, is the nature of this proposal? 

Although the docxament here involved purports to be a statement of 
cost principles, it consists in fact of a relatively brief statement of 
principles followed by an extended and detailed specification of costs which 
are a3J.owable or unallowable in certain contract situations . ESqperience per- 
suades us that in a practical contracting situation the statement of prin- 
ciples, such as it is, will be disregarded and the contract administrator 
will rely upon the specified list of allowable or unallowable costs. Moreover 
—and despite protestations to the contrary with which we shall deal later— 
the extent of allowability or unallowability of any item of contract expense 
identified in these "principles" would almost certainly be the same \mder 
either a cost-reimbursement or a fixed-price type contract. 
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W.e have reiterated these elementary propositions only because we 
regard them as fundamental to any consideration of the applicability of the 
proposed cost principles. 

The proposal's effect on fixed-price contracts , -^Having in mind 
the basic unavoidable character of this proposal, we reiterate an argu- 
ment which we have advanced repeatedly in the past that promulgation of a " 
"comprehensive" set of cost principles applicable to both negotiated, fixed- 
price and cost-reimbursement type contracts will serve to convert fixed- 
price contracts— in one degree or another— into cost-reimbtirsement agreements. 
We regard this result as inevitable, both as a matter of logic and as a matter 
of experience. 

In their present form the proposed cost principles represent an 
artful piece of draftsmanship and exi evident effort to respond to prior 
industry criticisms relating to the inevitable effects of an across-the-board 
application of cost principles. Specifically, the proposal declares that 
cost principles are to be used (1) "for the determination of" reimbursable 
costs or cost-reimbursement type contracts, and (2) either (a) "as a basis 
for" the development and submission of cost data and price analyses— in sup- 
port of negotiated pricing, repricing, etc., or (b) "as the basis for evalu- 
ation of cost data" in retrospective pricing and settlement or "as a guide 
in the evaluation of cost data" in forward pricing. 

Die excerpts from the regulation quoted above are, of course, those 
phrases which go to the very heart of applicability of the proposed set of 
comprehensive cost principles. The distinction which the draftsman of this 
regulation has attempted to make between applicability of cost principles in 
cost-reimbursement and fixed-price contract situations is an exceedingly nice 
one. We believe, nevertheless, that this distinction, however nicely drawn, 
will become a distinction without a difference in practice. 

A chronology of the process by which the present phraseology of 
applicability came into being may be instructive. When this proposal was 
first publicly mooted in Mr. Lloyd l*ilit»s letter of May 28, I956, the Insti- 
tute ceiled attention to what we regarded as a b\iilt-in weakness in the pro- 
posal— ".••we urge that any generalization of contract cost principles be so 
framed and administered that it may not serve as a deterrent to greater em- 
phasis on firm, fixed-price contracting." Doubtless, other industry associa- 
tions had the same concern. 

The September 10, 1957> draft of this proposal attempted— with 
somewhat less than complete success— to avoid this change by careful distinc- 
tion as between the proposal's application to fixed-price contracts and cost- 
type contracts. Our comments of December 16, 1957> once again pointed to the 
impossibility of a distinction in practice. 

Apparently unsatisfied with this attempt, as was industry. Pentagon 
draftsmen have tried once more with the greatest care and the utmost sincerity 
to overcome this problem in the language quoted above. We commend the effort. 
We cannot fail, however, to entertain grave doubts as to the manner in which 
this theory of differing applicability will be treated in actual procurement 
practice. 
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rphe almost inevitable obliteration of any distinction in actual 
tice is illustrated oy a landmark decision of the Armed Services Board 
^^^contract Appeals, the Swart zbaugh case. As you will recall, the question 
ived a dispute over the interpretation of a contract price revision art- 
4^116 'Sbe contracting officer sought to apply, present cost principles . In 
it opinion the Board said "in contradistinction to a cost-reimbursement con- 
+ act Form IV of the Price Revision Article depends on negotiation and its 
Luei compromise. Under contracts calling for the reimbursement of costs 
it is appropriate to audit in detail each expenditure and to test its allow-* 
ability by the standards of the statement of cost principles (ASPR, Section 
3nrr — Such a detailed audit is neither required nor desirable in price revi- 
sion.. -Tlie statement of cost principles (ASPR, Section XV) upon which many of 
the disallowances were specifically based by contracting officers is not con- 
trolling in negotiations for revision of price." 

The case in question involved a redeterminable, fixed-price contract 
tut the principle announced by the Board of Contract Appeals applies equally 
to the negotiation of price under any type of fixed-price contract. We be- 
lieve the philosophy of the Swartzbaugh case is entirely correct, but we 
think this philosophy would be largely destroyed by adoption of the proposal 
here under discussion, and The Pentagon's own past experience with the Muni- 
tions Board memorandum referred to above further convinces us of this resixlt. 

The proposal's use in "cost-related areas" .— Ihe case for an across- 
the-board application of contract cost principles appears to rest finally upon 
the proposition that such a standard is required for examination of "cost- 
related areas" under both fixed-price and cost-price contracts. A corollary 
proposition holds that a cost under a fixed-price contract is no different 
from a corresponding cost under a cost -type contract and that both should, 
therefore, be judged by reference to the same standard, i.e., a common or 
comprehensive set of cost principles. 

We think no one woxild argue seriously that there is any essential 
difference between an item of expense \mder a fixed-price contract and a simi- 
lar e:q)ense \mder a cost-type agreement, nor that the manufactxirer incurring 
either cost must recover it in the selling price of his product. And to argue 
from this truism that both costs sho\LLd, or must, be judged by reference to 
the same standard seems eminently proper as: a matter of pxire theory. 

We are not, however, dealing with a theoretical exercise but a 
practical proctxrement situation. Let us consider the effects of the theory. 

Assuming a 10-per-cent fixed fee under a cost-type contract, this 
minor part of the whole price is the absolute limit of the contractor's risk 
and thus the limit of possible incentive. Conversely, a fixed-price contract, 
with no predetermined fee or profit, has a much wider area of risk for profit 
or loss and, logically, a much greater degree of incentive to the contractor. 
Moreover, it is precisely because the range of incentive in the latter case is 
so much greater than in the first that fixed-price contracting is preferred as 
a matter of policy. 

This contrast goes to the very heart of our case against a compre- 
hensive set of cost principles just as the propositions recited above 
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constitute-as we understand it— the core of your staff's case ^-^^r. +v,«4 
adoption. With the issue thus squarely joined let us I 
what this proposal would do to contractor In^Ltive! » 

It seems to us inevitable that reference ^-h^^. 
principles in pricing or repricing flxed-Sice^^e^SeSs ^iT"^ 
reduce the area of risk and the incentive possibSuSs o^^,V^»,''®'L®'®**^ 
Insofar as "cost-related areas" thereunder^re subject^ L^?? contracts, 
cost principles such contracts will have been effectivSsr co^fJf^^^!^ 
cost-type contracts-and price will be established bylSe! 

Finally, we should like once again to point out « ^ . 
negotiations will degenerate into fornnoTpricLrS t^«\!^**f^"^'^°® 
serious and responsible students of Srpr?cu^Sn?\^L *^ 
iMnediate and drastic improvement in defSnXacHn^^tSLr^ 



The proposal's effect on normal business in«««+^ 
already s uggest, both app^cable ^ rS d rS ionre^^e^^^^ 
ence in defense contracting for firm, fixed-BSee a^f J?f f 1 ^^^^ 
fom^ advertisement or direct negotiati^^ LcSS? ' 
of this preference has been made by a leadlnir onS^^ 1 ""f^^"*^® statement 
follows: naae py a leading contract pricing authority, as 



"Our objective then is to negotiate a contract t3me and 
price that includes reasonable risk and *J 

pie»SgJe°r^ i1» ^^i^^^ 
active pricing." (tSerscori^g^SpSi?)^ ^ 
emphasis u^VS?»irS^\,^^^^^^ its 

General Q^sada S^^^^uS S^e^SSf+^^i^ V«^^« °^ subject, 
reimbursement tends to piSJze Sf emJL?^ ^5"* I*"*^^" cost 

efficient producer. Thr^^rif L Producer and to reward the in- 

made it as well as GeS^Sesi^A^ °^ one-although few have 

force the statement o? JS SnSSi';?!!? Sl"^ *° "^n- 

a built-in disincentive ^acSf^S? ^ ^ cost-reimbursement process has 
.e^ed to all fixed-price^S^^J:: -^^^^ T^TSlT^.-Z^^^^ 

^ ulWln^^ltltlk mSl^'^? "^'^f^f Significance Of Contract Ty^s 
NO. 2, April- June, I958 f ^ Federal Bar Journal 

the Legion of Merit for 'his outs+^nJ; ^ Thc^son was recently awarded 
curement. " outstanding contributions to Air Force Pro- 
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The Institute firmly believes that the presently proposed set of 
^nrrmrehensive cost principles should have no application to any type of fixed- 
Slce contract- As contrasted with the cost-reimbursement situation, the 
contractor under a fixed-price contract must assume the risks associated with 
the price fixed prior to the incurrence of costs through contract perfonnance. 
If the contract price has been fixed at too low a level the contractor may 
suffer a loss which is not recoverable from the government . Under cost- * 
reimbursement contracting, on the other hand, the contractor faces no such 
problem. He will be reimbursed for contract costs incurred and, in most 
cases, will be paid a fixed-fee profit determined by fonmilas prescribed by 
ASER* Under such a contractual arrangement the contractor has little or no 
incentive for the most efficient and expeditious contract performance. How- 
ever, in the f ixed-price j area, when a contractor has no such profit guarantee, 
contract performance must of necessity be both efficient and expeditious or 
any originally hoped-for profit will be completely consumed by costs • Ihus, 
under fixed-price contracting, the contractor's incentives and his concurrent 
risks are maximized. 

ghe proposal's effect on subcontracts . -^-The manner and degree in 
which the proposed cost principles wotild apply to subcontracting are not en- 
tirely clear from the draft proposal. Nevertheless, its reference to "the 
use of cost principles and standards. . .in contracting and subcontracting" 
(Par. 15-101) clearly implies a fairly extensive application* 

lia the vast majority of cases no privity of contract exists between 
a defense subcontractor or vendor and the government— a point, incidentally, 
upon which the government has frequently relied to its advantage in proceed- 
ings before the Armed Sei-vices Board of Contract Appeals. This being true, 
a cost -reimbursement prime contractor, bound personally by Section X7 and with 
his costs examined by reference thereto, may be placed in the situation of hav- 
ing to justify the costs of a subcontractor over which neither he nor the 
government exercises any control.. He might as a resiilt be required to absorb 
a subcontractor's disallowances as well as Ms own. It seems to us also that 
an already overpowering and very costly apparatus of contract administration 
will be further enlarged and noni»l commercial relationships between contrac- 
tors will be seriously disturbed. 

We urge> therefore, if the proposed contract cost principles in 
their present form are made a part of ASHR that th^ be amended specifically 
to exempt from their application all subcontracts which lack privity with the 
government. 

The proposal's effect on terminations.— In its present form the pro- 
posed set of contract cost principles wo\ild apply to the allowance and dis- 
allowance of costs in termination settlements. It would replace the considerably 
more liberal set of special termination cost principles presently found in 
Section VIII of the Armed Services Procurement Regulation. 

It seems to us that this further evidence of insistence on rigid 
application of the proposed cost principles in all "cost affected" areas em- 
phasizes once again the spurious logic of applying them to all tjTes of con- 
tract price negotiations in the first instance. As we have already suggested 
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<n ^le^Mccinn of the cssentlal difference between fixed-price and cost- 
iSin^non+S^SM Situations, we think the logic of a general and unrestricted 
lSScl??orS ?he proposed iost principles is wholly illusoxy. 

Rather obviously, a contractor is in no way to blame for a decision 
to terminate its contract for the convenience of the government. The equities 
of the situation seem to us to demand a more literal treatment of accrued 
coata than would he permitted under this proposal, and the fact that cost 
principles now appearing in Section VIII of ASER are, in fact, considerably, 
more liberal would seem to indicate that this point has been recognized in 
the past. Moreover, no justification has been offered for a failure to con- 
tinue to recognize this. 

rjjhe pr oposal's effect on the process of contract negotiations. - -We 
have already voiced our concern over the virtual certainty that adoption of 
the proposed set of comprehensive cost principles would convert many, if not 
most fixed-price ■ contracts into siinple cost-reimbursement agreements. We 
think this view is supported when one applies to the present proposal the 
acid test of a practical contracting situation. 

The contracting officer is directed by Section III, Part 8, of ASPR 
to prepare some form of price analysis in every negotiated procurement. In 
the absence of competitively established prices available to the contracting 
officer, his fulfillment of this regulatory requirement customarily takes the 
form of a demand on the contractor or prospective contractor for a cost analy- 
sis of the proposed contract price. (OThis is borne out by the experience of 
capital goods manufacturers who report an increasing volume of demands for 
cost data with respect to negotiated fixed-price procurement together with a 
concomitant increase in pre-contract audits of contractors* books and records.) 

It is understandable that, in many situations, the government will 
request pre-contract cost analyses. This is done on the basis that the con- 
tractor's costs are a factor to be considered together with many other fac- 
tors (ASER 3-101) in determining a reasonable negotiated price. 

Two important questions, however, are raised immediately— questions 
which are made more critical by the proposal now before us. First, are costs 
as submitted by a fixed-price contractor in a pre-contract price analysis to 
be judged by the ordinary standards of business or by an arbitrary manual of 
cost allowance and disallowance? Second, assuming a pre-contract audit, what 
form will that audit take and to what use would it be put? 

The first of these questions answers itself when one examines the 
present proposal. The second, relating to the form of a military audit report, 
has been described by one of the members of the Navy panel of the Armed 
Services Board of Contract Appeals as follows: 

"In other than cost -reimbursement contracts, the govern- 
ment audit report is merely advisory and generally the 
form of the report clearly segregates, in separate col- 
umns, those costs which are accepted, those which are 
questioned, and those which are disallowed— so as to 
permit proper examination at the contracting officer and 



Honoral>le Perkins McGuire 



- 11 - 



November Ik, 1959 



Board levels in accordance with the cost principles 
applicable to the partictaar type of contract involved." 
(Underscoring supplied. )/2 

Ibis statement makes clear that advisory audit reports on contractor- 
furnished data presently include an itemization of "unallowable" estimated 
costs. To what extent such "unallowability" is presently based on ASPR 
Section XV is not at all clear; if Section X7 is now made directly applicable 
to fixed-price contracts there can 'he no question as to the source of such 
f'unalloi^bility." Indeed^ such advisory audit reports wo\xld probably serve^ 
under a broadly applicable set of cost principles, as the basis for uni- 
lateral disallowance of expense items now proscribed by the proposed draft 
of coinprehensive cost principles. 

Faced with an "advisory" audit report based directly on a revised 
Section XV of ASPR— as here proposed— and which "advises" him that many of 
the contractor's costs are "xmallowable, " can we expect our hypothetical con- 
tracting officer to engage in the "exercise of sound Judgment" which another 
section of ASPR (Part 8, Section III) demands of him? As a practicsa matter, 
we think his judgment will have been stultified by this development. 

lEhus, it seems to us that the fictional character of the distinction 
now sought to be drawn between the application of cost principles to fixed- 
price contracts smd to cost-type contracts (see page 6, s\ipra ) is amply il- 
lustrated. 

^ iPie proposal's effect on the "All Costs" concept . — Just as we believe 
• the adoption of this proposed, would so circuinscribe a contracting officer's 
area of discretion as substantially to deprive him of the exercise of any real 
judgment in contract negotiations, so do we think it woiild inevitably tend to 
make unallowable under fixed-price contracts certain unquestioned costs of 
doing business which are presently disallowed under cost-type contracts. 

Consider once again the "advisory" audit report to our hypothetical 
contracting officer who is directed by the regulation "to employ Section XV of 
ASPR as the basis for the evaluation of cost information. • .Whenever such in- 
formation becomes a factor in pricing, repricing, etc.,..." Ihis means, of 
course^ that some thirty-odd specific elements of normal business cost are to 
be regarded as tmacceptable and are to be disregarded in eirriving at a con- 
tract price. 

Hhe Institute has long objected to the arbitrary and categorical 
disallowance under cost-type contracts of such items as advertising, selling 
expenses, etc. We have thovight such rejection economically tansound and, in 
the long run, \mwise from the standpoint of both government and industry. To 
" adopt the proposal for a comprehensive set of cost principles will compoimd 
the direct subsidy to the government — and the corresponding disadvantage to 
other customers of a government contractor — which such disallowance neces- 
sarily requires. 



2/ Jolui Green, "Costing and Pricing in Contract Appeals Procedxxres, " 
}CVlil Federal Bar Journal, No. 2, April- June, 1958^ P* l89* 
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We repeat our suggestions of the past— which are set out in +h*. 
attachment to this letter-that, with minor exceptions dictated by law^d 
public policy, those portions of all legitimate and reasomblfcosts of^oin^ 
business properly allocable to government work should be re^WgS as T^roS? 
contract costs. We cannot but view with dismay a situaW^ in^Sl Ihff^ 
principle is to be all but obliterated in goveLnent ^nW w^Sf 

Specific Recommendations as to ATOliea bility of the tv ^o^-i. ^proTjos-i 
SutTimarlzed x^^fjuttad. 

1. !Ihat the draft of conjprehensive contract coat t».i««4,si«» 
not be published in its proposed fora! Principles 

2. That if the Department of Defense desires to pursue the 

- goal of a broadly applicable set of cost prindSSs tL* 
it conf ine the publication of regulations^S S 
principles alone, as suggested on pages 11 aJ^l2^To^ 
letter of December I6, 1957, copy attached. 

^* '^tyi^ * °f principles in the approximate form 
^? proposal is to be published, that cerSin sJcSl^ 
e^lons be made to its appUcabiilty,\s":SJSr?Sf S! 



(a) 



That contract cost principles be made specif ieallv 
S'^^^r^'" advertised contract? (^)tS^ 

S^SU contracts, (3) aU subcontracts 

except those clearly Involving privity with the 
government, and (k) contract feLlStloS!^ 
a corollary we recommend that cost principles now 

application to contract termination.) 

(b) That as to aU other types of fixed-price contracts 
if lS^tr"'i^^^%°^ (enumerated in Sra^S^*'' 

°^ draftf afdls- 

»A™??i«f4 allowances and dlsaUowances (15-201; 

°^ ^^^^I*^^^ «^ Standards") be made 
applicable to such contracts. 

AppUcation o f Princinles and Standards 

comprehensJ^: SS'pJ^cSLs'Tre!^^^^^ P«=P03ed 
it unnecessary to rSSSte at Sn^ ?J specific items of cost. We think 
statements aS, wlS tS in li^^ arguments already advanced in prlS 
statement of D^cSber it* ^95?! ' ^""^ attaching an extra copy of our 

made by yoIS s^aS^'L^^hrSS^i;?^^ significant Improvements which have been 
prlnciplS, PartlcuSrS if S!f ^^^"^^ ^fT'^'^^ °^ ^^^^^ cost 

and development, and the allo^.! f Jf °^*i^e compensation, research 
, na tne allowance of overtime costs. Important as those 
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S^^t contracts, (3) aU subcoitiacts 

SSSL^r involving privity with the 

government, and (4) contract terminations. (As 
a corollary we recommend that cost principles now 
in section VIII of ASER bfret^nel fZ 
application to contract termination.) 

^""^ 2^!^? ^^^"^ fi^^-Price contracts, 

f^^'+r^^^J^^*^ (enumerated in Paragraphs ' 
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tingulshed from that portion of the draft which is 

"/i^?r°f/^ allowances and disallowances (15-204 
"^J^"? Principles and Standards") be made 
applicable to such contracts. 

Application o f Principles apd Standards 

comprehensive Srt^Snc!S-? J°T"*SJ ^P^f i^ Past on the proposed 

it unnecessary IfrSierati It °^ J*^" °^ We'^hink 

statements aS, with tSt in ^ arguments already advanced in prior 

statement of DecSSr^* ^95?^°^' attaching an extra copy of our 

made by yoS s?aS''L*?he'SSre^S; ^i^^SS^* in>provements which have been 
principles, ParticuSrly iu 2S a^^^/ ' "^T^ °^ Proposed cost 
and development, and ali^.! J =^*i^« compensation, research 

, na xne allowance of overtime costs. Important as those 
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improvements are, we continue to believe that if the Department of Defense 
deems it essential to publish a set of cost 'principles in substantially the 
form here proposed, then its treatment of specific items of cost should be 
further liberalized in accordance with prior recommendations in the attached 
statement. 

We shoTild like once again to thank you, your staff, and your 
associates for your courtesy, your patience, your understanding, and your' 
obvious personal concern with the resolution of this most important question. 
May I assiare you again of the Institute's desire to cooperate in any way 
possible. 



Respectfully yoxirs. 
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COST PRINCIPLE FOR RESEARCH AND BEmOPMEWT 

1. Basic researdi, for the purpose of this regulation^ Is that type 
of researdi which is diarected toward increase of knowledge In science* In 
such research^ the prijnary aim of the investigator is a fuller knowledge 
or understanding of the subject under stut^y, rather than any practical 
^ppUcaticm thereof* Applied resean^^ for the purpose of this regulation^ 
consists of that type of effort #ildi (1) nomally follows basic research^ 
but may not be severable fron the related basic research^ (2) npresents 
efforts to detemdne and expand the potentialities of new sdentiilc dls«> 
ooveries, and techniques, and (3) represents efforts to ^ad^ance the state 
of the art#« Applied research does not include any such efforts when their 
principal aim Is the design, devalopnent, or test of specific articles or 
services to be offered for sale, which are within the definition of the tem 
development as hereinafter provided » 

2. Development is the systematic use of scientific knowledge which 
is directed toward the production of, or improvements in, useful products 
to ineet specific performance reqairments, but exclusive of manufacturing 
and production engineering. 

3* A contractor's Independent research and development Is that 
research and develc^jnient whldi is not sponsored by a contract, grant, or 
o^er arrangemmt. 

k» A contractor's costs of independent research as defined in (1) 
and (3) above shall be allowable as indirect costs (subject to paragraph (6) 
below), provided they are allocated to all work of the contractor^ 




; - 5* ; Coii <^ isdtpeadcnt dflrrtlopmcnt, as daf l2iad in 

; pMri«riph» (ai^d (3^ (lubjtet to. puragnph (8) baloir), an allovabla 
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A thife 8^ has eoatraotsy provldad tho coats ara reaaccabla la amount 

' .-and aM all^ as Indlraot coats to all work of tha contractor on such 
; eoBtfastt^prodaot li^ 
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........ ..v^:,t^:'>f." 

■»•■-;:• : r .-'^-"^.•^^ 'f-..*-:.'- •-. - ■■ •• 





^ §v -9^ n^MBeR 4105.34 
^ ^ DATE 1 July 195U 

Department of Defense Instruction 

suBjecr Treatment of Deprecia on on Emergency Facilities Covered by 
Certificates of Necessity for Contract Pricing Purposes 

I. PDHP03B 

The purpose of this Instraetioa is to restate and amend Department 
of Defense iappleaeatation of Defense Mobilization Order No, UI-l 
(former EMO-U), Amendment 1, issued by the Acting Director of 
Defense Mobilization, effective 21 July 1952, as amended by Amend* 
ment 2, issued by the Director of Defense Mbbiliaation, effective 
10 May 195U* with respect to the extent to which accelerated amorti- 
sation may be allowed as a cost in negotiated contract pricing. The 
pertinent paragraphs of this amended order read as f oUowss 

"6, For the purpose of cost computations in negotiated contract 
pricing, toue depreciation, which includes any eztraordlnazy 
obsolescence reasonably assignable to the emergency period, 
is allowable. Any accelerated amortizatiwi of depreciation 
which is in excess of true depreciation, regardless of 
whether such excess is included in tax amortization certif- 
icates, is not allowable as an element of cost in negotiated 
contract pricing, 

"T* It is recognized that cost determination in negotiated 
contract pricing is a function of the procurement agency 
concerned. With respect to facilities to be used in the 
performance of negotiated contracts for which certificates 
have been or will be issued, the' procurement agencies con- 
cerned will, to the extent required for the purpose of cost 
coo?)utation8 in connection with the negotiation of contract 
prices, have the responsibility for determining true depre- 
ciation. The Office of Defense Mobilization will, on 
request, furnish the procurement agency concerned with such 
information as it has or is readily available to it which 
is pertinent to the determination of true depreciation." 

n, APPLICABILITr 

^ A. The principles and procedures set forth in this instruction 
shall be applicable in the consideration of costs for purposes of 
pricing or repricing of all negotiated contracts of the Departments 
Of the Arnjy, Nai^r, and Air Force, the performance of which requires 
the use of emergency facilities. The tern I'negotiated contracts", 
as used herein, means all contracts, other than those awarded pursuant 
to formal advertising, in which costs are a factor in contract pricing; 



it includes cost-reljabursement-type contracts, contracts containing 
DrLce redeterminatioa clauses, incentire-type contracts, and fixed* 
nrice contracts vhaare eatioated costs are used in negotiating fin 
orices^ The term •'negotiated contracts", as used herein, also covers 
mbcoatracts cf the same types as prime contracts to the extent that 
the policies of the respective military departments make their repre- 
sentatives responsible for the approval or disapproval of prices or 
costs of such subcontracts#. With respect to subcontracts under nego- 
tiated prime contracts the procurement agency concerned shall have no 
greater responsibility than heretofore^ ^ 

B» These principles and procedures shall be applicable to all 
negotiated contracts placed after the effective date hereof and to 
all existing negotiated contracts (including letters of intent) at 
that date vhere firm prices have not been finally determined or rede« 
termined and to all existing cost-relmbursement^type contracts not 
cosseted at that date except as to predetermined overhead rates or 
fixed amounts of overhead vhich have finally been agreed upon for 
particular perioda# 

jjX. SASIC PRINCIPLES 

A# As indicated by MO-U, Amendment 1, ''for the ptcrpose of cost 
coBputationa in negotiated contract pricing, true depreciation vhich 
includes extraordinary obsolescence reasonably assignable to the emer«» 
gency period, is allowable^ Any accelerated amortization of emergency 
facilities vhich is in excess of true depreciation, regardless of vhether 
aueh excess is included in tax amortisation certificates, is not allov- 
able as an element of cost in negotiated contract pricing*'* 

B« The meaning of the term "true depreciation" shall conform to 
the generally accepted concept of depreciation accotmting vhich may be 
defined as f ollovsi A system of accounting vhich aims to distribute 
to the cost of operations, the cost of capital assets calculated to have 
expired for any accounting period due to such causes as vear and tear, 
action of the elements, and prospective inadequacy or obsolescence^ 
Obsolescence of facilities may be brought about by reduced economic 
utility of facilities vithout loss of productive utility, such as by 
technological changes affecting the demand for the products of an indus* 
tzy, as veil as by changes affecting the economic use of individual 
machines*. Special requirements for relocation of facilities may also 
restO^t in obsolescence* 

C* Obsolescence of emergency facilities due to prospective loss 
of economic utility after the emergency period is a special hazard in 
some industries* Hovever, in some cases possible overcapacity in an 
industry is really represented in pre-existing facilities vhich are in 
fact obsolete; in such cases the nev facilities may be expected to dis- 
place the old facilities after the emergency, and it may not be said 
necessarily that there is extraordinary obsolescence applicable to the 
nev facilities d\irj.ng the emergency period* In cases vhere the 
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Introductioa of emergency facilities may cause prospective obsolescence 
of existing facilities after the emergency period (vhen such existing 
facilities are not already obsolete, in fact), true depreciation for 
emergency facilities should not include allovances for prospective 
extraordinary obsolescence of the existing facilities; hovever, in 
such cases extraordinary obsolescence applicable to the existing 
facilities, vhen used in military production, should be considered 
separately to the extent appropjriate in the circumstances • 

D« In the case of emergency facilities covered by Certificates 
of Necessily, for the purpose of depreciation ccoqputations in contract 
pricing, an arbitrary assigxsment of five years from date of conpletion 
of construction or acqtiisition of the respective facilities shall be 
made as representing the period of the emergency# The entire cost of 
such facilities first shall be fairly apportioned as between the emer« 
gency period and the post-emergency period; secondly, the portion of 
the cost of such facilities assigned to the emergency period shall be 
prorated over the fiscal periods thereof for purposes of determining 
overhead costs in aoy fiscal period to be allocated to the cost of 
performance of defense or other contracts • 

£^ The allocation of the cost of facilities as between the emer** 
gency period and.post-emergency period shall be made with consideration 
of the following! 

1« The estimated prospective post^emergenc^ usefulness 
of the facilities in number of years of useful productive 
life* Consideration should be given to the post-emergency 
use (both civilian and military) which it is expected the 
facilities will have* In this connection, the character of 
the esqpected post-emergency use may be different than the 
emergency-period use# ' 

2# The additional costs of special-construction features 
of the facilities fairly assignable exclusively to defense 
requirements* 

3# Subject to the application of the principles outlined 
herein^ consideration shall be given to the portion of the cost 
of emergency facilities certified for amortization plus so- 
called normal depreciation for tax purposes during the emer- 
gency period on the uncertified portion of the cost of such 
facilities* (See particularly paragraphs F and G of this 
section*) 

km The normal peacetime life of facilities having a 
normal peacetime utility* If Bulletin ? of the Bxireau of 
Internal Revenue is used in connection herewith, care must 
be exercised in its use, as its data may not be typical of 
any specific contractor or industry, especially in the 
emergency period* 



It must be emphasized that this is a process of cost allocation 
which does not conten?)late an appraisal of the resale value (other 
than residual salvage value) or replacement cost of emergency 
facilities at the end of the emergency period* Potential "use 
value" to the particular contractor concerned after the emergency 
period should be the primary basis on which loss of economic use- 
fulness^ and therefore true depreciation^ is determined* 

F* Ce3:tif icates of Necessity have been issued in some cases 
providing for the amortization of emergenpy facilities for tax pur* 
poses during- the emergency period in amounts in excess of true 
depreciation* It is also possible that Certificates of Necessity 
laay have been issued in isolated cases providing for the amortization 
of emergenqr facilities for tax purposes in amounts less than true 
depreciation* Such variances may be attributable to the granting of 
other incentives than true depreciation^ or to the practice of 
following industry-wide patterns of certification without reference 
to true depreciation in specific cases* The excess of tax amorti- 
zation over estimated true depreciation shall not be allowable as a 
cost for the purpose of pricing negotiated contracts^ either directly 
or indirectly as a factor of ^^contingencies*' or profit allowance# 

0* It is the intent of this instruction to give contractors a 
reasonable acid properly allocable allowance to cover the estimated 
loss of economio usefulness of their emergency facilities in produc- 
tion under defense contracts* The procedures for determining such 
allowances must be such as will e^^edite detemination} this requires 
avoidance of an impossible perfectionism* There is no intent to 
limit the cost allowance to depreciation that would be allowable for 
income tax purposes if there were no Certificates of Necessity^ nor 
to necessarily require that the allowance be below tax amortization 
covered by certif icates« Each case xfaiat be judged on its merits in 
the light of these principles • If the result obtained by the appli« 
cation of the principles outlined herein indicates substantial Jus- 
tification of the total amount of amortization and depreciation 
allowable for tax purposes duzdng the emergeziqy period^ as a reason- 
able measure of tzrue depreciation^ such amount shall be accepted^ 
without adjustment, as true depreciation* In those isolated cases 
where substantial Justification can be shown for a larger amount of 
true depreciation than the total amount of amortization and depre- 
ciation allowable for tax purposes during the emergency period, the 
larger amount shall be allowable as a cost for purposes of contract 
pricing* 

H* Contract pricing for the post-emergency period will be based 
upon allowing as a cost, depreciation on emergency facilities, com- 
puted by allocating the undepreciated cost of such facilities at the 
end of the emergency period (cost less true depreciation for that 
period) over the estimated remaining life of the facilities* 
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17, PROCiPUHES 

A* Cost determination in negotiated contract pricing is a 
function of the procurenenb agency concerned. With respect to emer^ 
gen^ facilities used in the performance of negotiated contracts 
for which Certif icate.fi of Necessity have been or will be issued, 
the procursnent agency concerned shall be solely responsible for 
estinates of such depreciation for contract pricing purposes in the 
light of the principles set forth herein. .The Office of Defense 
Kobilization will, on request, furnish the proctirement agency con* 
cemed with such infoznation as it has or is readily available to it 
which is pertinent to the determination of true depreciation — such 
requests should be held to a ninimum* 

B. In order to expedite adndnistration of the detersilnation of 
true depreciation for the emergency period for a specific contractor, 
it will be expropriate to make over-all determinations of true depre- 
ciation of emergency facilities covered by Certificates of Necessity 
on a plant-wide or product-wide basis of classification of such 
facilities by such groupings as may be appropriate in consideration 
of general similarity of the facilities from the stanc^oint of length 
of useful productive life. 

C. In the case of contracts to which this instruction is appli- 
cable which are in force at the effective date of this instruction, 
price redeterminations, cost-incentive adjustments, and cost reim- 
bursements may continue to be made in accordance with the pricing 
formula established in the initial pricing negotiations, provided the 
contractors are agreeable, and provided there is no evidence that the 
contractor has been allowed more than true depreciation in pricing, 
either directly or indirectly. VJhen costs of such contracts are 
redetermined in the light of the principles set forth herein, con- 
sideration shall be given to possible redetermination of the entire 
allowable costs and profit (or fees), as pricing factors, to the 
extent required to avoid excessive or duplicate allowances in costs 
or profits for such true dejpreciation. Allowances for contingencies 
and profits in initial price negotiations in some cases may have 
included Indirect allowances for the excess of true depreciation or 
tax amortlaation over normal depreciation^ in such cases no more 
should be allowed in total pricing for this factor than true depre- 
ciation. 

D. Contractors shall be required to set forth to the authorized 
representatives of the procurement agencies^ aU the pertinent facts 
having a bearing on estimates of true depreciation together with their 
ev-luatlon thereof. Such authorized representatives of the procure- 
ment agencies will be expected to exercise reasonable judgment in 
their review and evaluaUon of the facts in arriving at estimates of 
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true depreciation, in the light of the basic principles set forth herein, 
recognizing the in^ossibility of having absolutely demonstrable proof of 
the conclusions reached* 

£• Where the emergency facilities of any contractor at one plant 
or at one general location are used in the performance of contracts for 
more than one of the lailitaiy departments, one of these departments shall • 
laake determinations of true depreciation binding upon each other department* 
The responsible department shall be the one, if any, having plant cognizance 
procurement assignment? in the absence of such assignment the responsible 
department shall be the one, if any, having single-service audit responsi- 
bility! otherwise the responsible department shall be the one having the 
largest interest in effecting current procurement at the time of the 
deteznination* Similarly, each military department shall be responsible 
for delegating responsibility therein in a manner to avoid diqplicationa in 
determinations of true depreciation within that department* 

F# The following additional procedure is applicable to Emergency 
Facilities covered Certificates of Necessity issued after 1 Ju3y 195ht 

»vn3enever a major portion of the cost of facilities in sub-* 
stantial amount is to be reimbursed to a contractor as an • 
element of product prices dinring a relatively- short period, 
it will be expected in appropriate cases that consideration 
will be given in negotiation to protecting, by appropriate 
agreement, the Government's interest in the continued avail* 
ability of the facilities for Defense use#" 

V. CANCELLATIOH 

This Instruction cancels Department of Defense Directive l|lQ5#3lt, dated 
10 December 19^2, and Department of Defense Directive Transmittal 5U-ii3j 
dated ^0 April 195U# 

71* mPLEMENT&nOH 

Such implementing regulations, directives, or instructions as may be 
necessary shall be issued within each military department, and copies 
shall be furnished to the Assistant Secretary of Defense (ConptroUer) 
and the Assistant Secretazy of Defense (SupE^ & Logistics) within forty- 
• flTe (lt5) days from date hereof* 

VU* EFFECTI7E D ATS 

This infltruotion is eff ectiva on tha day of Issuance* 




T. P. PIKE 
Assistant Secretary of Defense 
(Supply and Logistics) 
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QE7ICZ OF THE ASSZaCAIRF 



URY OF DEEEBSE 



Sapsaor and IiOglstles Septeaber 7, i960 



tear AdmlraL Boylet 

Tour letter of 8 JWy asks for our response to sine specific questions 
relating to the application of ASER 15-205.35, covering alloTOblUty of a 
eoirtraetcr's IndependeHtb research and dsrelopBent costs. In Ught of the 
provisions of ASPR I5-IO7 lAlch provides for an advance understanding on 
particular cost items (including research and developmant), and DOD Instruc- 
tion i»105.52 i*lch provides for uniform negotiation of such costs and estab- 
lishes aa Armed Services fiesearch Specialists Comaittee to provide scientific 
and technical advice in connection vith the negotiation. 

At the outset a brief analysis of the doeunsnts cited my facilitate 
aa understanding of the prohleBU 

ASPB 15-205.35 allovB a contractor's independent research and develop- 
ment expenses on the hasis speelfleaUy deserlhed. It indicates that ad- 
vance understandings are particularly iaswrtant uith contractors vhose 
•mack is predomLnantly or substantially id.th the GovemaBst. General guide- 
lines aa to the reasoaahleness of this cost item are included and several 
altematlTe technliiaes are provided for use in those situations where it 
is determined that the cost is unreasonable and, hence, the Govemment 
should not bear its full allocable share of the total research program. 

DOD Instruction 41G5.52 makea provision for the negotiation of cott- 
tractors* independent research and derelopoBnt costs by a single mtHtary 
department idien (1) the reseaareh and development costs are substantial, 
(11) a substantial portion of the contractor's business is with the Depart- 
ment of Defense, and (ill) the contractor's defense work involrea contracts 
with more than one adUtary department. OSie Instruction also estabUshes 
the Armed Services Research Socialists CoBiBlttee and assigns to the Cohh 
mittee the mission of providing, when requested, advice to the sponsoring 
department on the sclentlfle and technical factors iftich influence the 
extent to idilch the independent prognua should be supported. 

Ifaw we will respond to your specific qjoestlons. 

Question 1 presumes that the Armed Services Besearch Specialists 
CooBlttee will negotlatei advance understandings. As stated above, the 
negotiations of research costs will be undertaken by the military depart- 
ments rather than by the fiesearch SpeclaUsts Connlttee. While the recom- 
mendaUons of the ASRSC will necessarily be advisory in nature, they will, 
nevertheless, be given great weight by the mllltaxy departments. 



The second portion of the qiiestion has to do ^th iihether the nego- 
tiation procedwres are ayailahle (a) to any contractor who desires to 
recover research and develcpaent expenses, or (h) *o also does b\isinesa 
vith more than one department. It vUJ, not he necessary for all contractors 
vho desire recovery of independent research and development expense to he 
considered tinder the procedures established hy DOD Instruction IHO5.52. 
Ttma, where a small amount of cost is involved, either because of the size 
of the research and development program or due to the minor ancimt of defense 
contracts, or vhere a contractor is dealing only with one Department, it will 
usually not be feasible to utilize the centralized negotiation procedure. 
Bkwever, a contractor who is dealing with more than one military department 
Mdjdio particularly desires to negotiate a centralized advance understanding, 
notwithstanding the amount of cost involved, will be accomnodated to the 
fflrtent that the current workload will pemdt. A contractor who is dealing 
with only one department, but with several different acttvltles within the 
one department, may request a centralized negotiation within the department, 
the results of which wlH be used throughout the department. 

2. This q^iesttbn asks whether the dollar volume of contracting deter- 
mines tAether a contractor will negotiate centrally and inquires if there 
are additional factors which suggest the need for such negottation. The dol- 
lar volume of contracting, as such, is not significant; however, the amount 
Of independent research and developmBut expense allocable to defense work is 
an ijflportant criterion. Additional factors are whether a substantial portion 
of the contractor's business is with the Department of Defense and whether 
the contractor's defense work involves contracts with more than one atllltai 
aq)artfflent. 

3* This question asks If contractors ifto will participate in the 
centoallzed negotiation of research and development expense will be Hatted 

J?^ff negotiate final overhead rates on a centralized basis. The 
centeallzed negotiation of research and development expense will not be 
restricted to those who centrally negotiate final overhead rates. Advance 
understandings reached by the research and development negotiators will of 
course be utilized during the negotiation of final overhead rates. 

k, TbiB qjxestlon asks the role that Government scientific and techni- 
cal personnel will play in negotiating advance understandings in the research 
a^dev^^pment area. The Armed Services Research Specialists ComBlttee will 

^^^iu f'Vi'***®®*®^ ^ negotiator representing the sponsoring depart- 
^TL^a^^'^^ ^^^^^'^ ^ development programs of defense contractors 
and will determine whether there has been an adequate segregation between the 
independent research and the Independent development programs. Additionally, 
tna ccanmttee will report and make recommendations directly to the sponsoring 
d^artment on the scientific and technical factors affecting the basis or 
«ctent to which a contractor's independent research and development program 
^ould be suRPOTted. In carrying out its responsibilities, the comndttee 
wiii utilize, where appropriate, the services of other research spedaUsts. 



5# This qxiestioa asks -whether the nllltary depairtinents ^11 "control" 
a contractor's Independent research and developsient program. Our approach 
Is concerned only vlth the prohlem of cost aUowahlllty and not "control." 
When the cost of a contractor's Independent research and developnient program 
is fotind to he "reasonable"^ there Is no question of "control" involved. Of 
course^ -nhen a determLnatlbn is made that a contractor's proposed program is 
not reasonable and^ hezice^ the full allocable portion not be allowed, 
there is a meastcre of control being exercised. This type of control, however, 
is oriented toward the reimbursement of costs nnder Defense contracts. Aay 
contractor is obviotisly free to pursue euay type or level of research at his 
own expense. !Ehe provision meOdlng independent development costs allowable 
only on the basis of a showing of relationship of such costs to the product 
lines for which the Grovemment has contracts night be considered a type of 
controls However, broad control of the contractor's independent research 
and development program is not intended. 

6. ' OMs question asks if a distinction will be made between contractors 
whose business is primarily commercial as against those whose business is 
primarily Government. The mix of Government asud comiDerclal business is an 
ixqportant consideration in connection with the evaluation of many elements 
of cost and will be particularly so in cozmection with research develop* 
ment costs« We have found it necessary to scrutinize costs with more care 
in cozmection with contractors whose work is predooLz^antly or substantially 
with the Government. Ebwever, the same tests of reasonableness will be 
applied In each instance azid the sdx of g ov e rnm ent and .commercial business 
win not, per se, control the final result. 

7 and 8. These questions concern themselves with the vme of cost 
sharing fo rmulae and request clarification as to Aether cost sharing is 
appropriate uziless there has been a preliminary finding that the overfall cost 
is unreasonable. It is our view that a preliminary decision of unreasoziable- 
ness should generally precede the use of cost sharixig xzethods. In the event 
a contractor.^ 8 business is sribstantially commercial^ it is expected that the 
pro rata amount of research and development expense allocated to commercial 
business will act as a deterrent to the incurring of tinreasonable or unneces** 
sary costs. In such instances a cost sharing arrangement will not normEilly 
be necessary or desirable^ However, in those izxstances ^ere a contractor's 
business is primarily with the Go v er nm ent and the contractor's research and 
development program is so substantial as to appear to be Tmreasonable in 
aanount^ it may be desirable to enter izrto a cost sharing arrangeoent in order 
to provide a motivation for more efficient accossilishment of the program* 

9* This ^question asks whether further guidelines will be issued to 
contracting officers setting forth tests of reasonableness or other criteria 
for the recognition of research and development costs. While we do not now 



< 



anticipate tbat ficrther direction viU be necessary £rom this level. 
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Dear AdniJraL Boylet 

1cm letter of 8 Jolj aaka for our response to nine specific q.tie8tion0 
relating to the appllcattoa of ASPR 15-205. 35» covering allowability of a 
coactraetor's Independettt research and derelopaent costs, la light of the 
prorlslons of ASPR 15-107 ivhlch provides for an advaaee tmderstandlng on 
partlenlar cost Items (i nolt uilng research and derelopBairt), and DOD Instruc- 
tion W.05.52 i*lch provides for unlfora negotiation of such costs and estab- 
lishes an Araed Services Research Specialists Coolttee to provide scientific 
and techalcal advice In coBoeetdLoa «Lth the negotiation. 

At the outset a brief anal^a of the doeuBBata cited my facilitate 
an understanding of the probleau 

ASPB 15-205*35 allovs a contractor** lodepen&ent research and develop- 
sent e^^ases on the basis speeiflcally described* It indicates that ad- 
▼anoe undarstaadlnga are partieularlor important vith contractors vhosa 
msk is predoBlBantlor or suibstantiallar vith the Goveraosnt. General guide- 
lines as to the reasonahlenesa of this cost item are included and several 
altematiTO techniqiaes are provided for use in those situations -shore it 
is deteroined that the cost la unreasonable and, hence, the Govemnent 
should not bear its fuU allocable ^hare of the total research prograau 

DOD Instruction ^1105.52 nskes provision for the negotiation of con^ 
*»e*J"* independent research and developaent costs by a single Mlitary 
department vhen (i) the research and developaent costs are substantial, 
(11) a substantial portion of the contractor's business is with the Depart- 
oert of Defense, and (iii) the contractor's defense nork involres contracts 
w.th more than one military department. The Instruction also establishes 
the Armed Services Research SpeoiaUsts CoflnLttee and assigns to the Co». 
mlt tee the mission of providing, when requested, advice to the sponsoring 
departaeat on the sdentifie and technical factors iddch influence the 
extent to which the independent program should be siiRported. 

Hot we wiU respond to your spedfie q^oestions. 

1. Question 1 presunes that the Armed Services Research Specialists 
CoBBittee will negotiate advance understandings. As stated sbov», the 
negotiations of research costs will be undertaken by the military depert- 
ments rather than by the Research S^lalists Coimittee. While the recom- 
mendations of the ASiSC will necessarily be advisory in nature, they will, 
nevertheless, be given great weight by the military depertmsnts. 



The second portion of the question has to do Tilth vAether the aego- 
tlatlon proeedtires are available (a) to any contractor ^o desires to 
recover research and development expenses, or (b) Trfio also does business 
vitu more than one department. It vHJ. not be necessary for aU contractors 

desire recovery of Independent research and development expense to be 
considered tinder the procedures established by DOD Instruction 4105.52. 
r d '^^> ^^here a snaU amount of cost Is Involved, either because of the size 

* of the research and development program or due to the minor amount of defense 

con^cts, or ^ere a contractor Is dealing only ijlth one Department, It vlH 
usually not be feasible to utilize the centralized negotlaUon procedure. 
toWBver, a contaractor vbo Is dealing vlth more than one mtlltary department 
andjho particularly desires to negotiate a centraUzed advance understanding, 
"f?^?*f*«»^»8 ^ anowtt of cost Involved, wLll be acconnodated to thT^ 
^est that the current warldoad irtll permit. A contractor vbo Is deaUng 
•Bith only one department, but ;»lth several dtfferent acttrttles vlthlu the 
one department, may request a centraUzed negotiation Trlthin the department, 
the results of vtaieh irtll be used throughout the department. 

^L. 5*' q?»stion asks T»hether the dollar voluas of contracting deter- 
SfLI?^iV*?*''"ST?^'**8otlate centrally and Inquires if there 

ifMr^ as such. Is not signiflcaBt; however, the amount 

S }2S2!|!ff''*J!f!f^ and dareiqpment expense allocable to defense work x 
an l^portast criterion. AddiUonal factors are ^lAiether a substantial pori ^ 
of the conteactor'a business is with the Department of Defense and wheS« 
^alrtSSr^**' «a«fenae woric iovolvea contracts with more thaa one mtlltary 

^3. mia qiiestion asks if contractors who will participate in the 
centeaUz^ negotiation of research and develppnest expense will be limited 

J^!?? negotiate final overhead rates oa a centralized basis. The 
centeallzed negotiation of research and development expense will not be 

negotiate final overhead rates. Advance 
^!^,Jff/!f?!i^ ^ research and development negotiators will of 
course be utlUzed during the negotiation of final overhead rates. 

k, OMs question asks the role that Govemmeat scientific and techni- 
5^!?°^-?^ ^ aegotiattng advance understandings in the research 
^development area, ae A>»d Services Research Specialifts Committee^ 
revlew> when requested by the negotiator representing the sponsoring depart- 

^JiS*^Jf2?"^2 S^**??" ^ develppmeub programs of defense eonto^ors 
^tenmne whether there has been an adequate segregation between the 

■ SfS^arS??°^J^*^/^"^^* developSeat progS. AddiSSlS^ 
^COTndttee ^11 report and make recommendations directly to the sponsSlni 
^«tment on the sd^tlfic and technical factors affecSng the baSs or^^ 
S !^ f J"""^"^*^^ Independent research and development program 
^ ^ "a responsibilities, tS comndttS 

will utilize, where appropriate, the services of other research specialists 
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5* ^Qila q;ae8tlon asks vhether the mtUtaxy departmeots fTllI "control" 
a coHfcraotoc's Independent research and development program. Our approach 
Is concerned oxjly with the problem of cost aHoraWLlity and not "control." 
When the cost of a contractor's independent research and development program 
is found to he "reasonable**, there is no q.nestion of "coxrtrol" involved. Of 
comrse, ;Aen a determlnatloa is made that a contractor's proposed program is 
not reasonable and, hence, the full allocable portion viH. not be alloTred, 
there is a measure of control being exercised. This type of control, horcver. 
is oriented toward the reimbursement of costs under Defense contracts. Amr 
contractor is obviously free to pursue aaar type or level of research at his 
own expMse. The provision making independent development costs alloTOble 
only on the basis of a showing of relationship of such costs to the product 
lines for w hich the Government has contracts mtght be considered a type of 
control. Eovever, broad control of the contractor's independent reseeurch 
acd develepment program is not intended. 

^ ^Ll J^' qjiestlon asks if a dlstlncUoa will be sade between contractors 
lAose business is primarily commercial as against those whose business is 
pmarUy Government. The adx of Government and conmardal bualness is an 
i^portaxrt eonslderaUon in connection with the evaluation of mar elements 
of cost and will be parttcularly so in connection with research and develop- 
ment costs. We hove found it necessary to scrutinize costs with more care 
if contractors whose work is predomLnantlj or substantially 

^"f^^^* 8a» tests of reasonableness will be 
^^illed in each instance and the mU of government and commercial business 
will not, per se, control the final result. 

7 and 8. These gjiestlons concern themselves with the use of cost 
sharing foranlae and req.uest clarification as to t^ether cost sharing Is 
appropriate unless there has been a prelimlnaty finding that the over-all cost 
is unreasonable. It is our view that a preliminary decision of unreasonable- 
nesa^ould genarally precede the use of cost sharing methods. In the event 
a contactor's business is substantially coianerclal, it is expected that the 
^rata amount of research and development o^enae allocated to commercial 
bu^ness will act as a deterrent to the incurring of unreasonable or unneces- 
sary costs. In such instances a cost sharing arrangement will not norBBlly 

However, in those instances where a contractors 
business is primarily with the Government and the contractor's research and 
JSTrijpmM* program la aa substantial as to appear to be unreasonable in 
SJT^Li "^i? desirable to enter Into a cost sharing arrangement in order 
to provide a motivation for more efficient aecoosllafaaent of the program. 

eottfa^^!!^'*^''" further guldeUnes will be Issued to 

?S^fJif«^?^* J****°« reasonableness or other criteria 

for the recognition of research and development costs. While we do not now 
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anticipate that further direction viU be necessarjr trom this level, 
experlesca in operation ssqr dictate otherwise* In addition, the military 
departaBests viU issue such Inrpl enwDticg instructions of a procedural nature 
as are necessary to operate the system ^ch has been established^ 

Sincerely TOurs, 

N 

Blreetor for RroGur en snt Policy 

Rear Adalral Jaa* D, Boyle^ tJSIT (Ret) 
Ibtlooal Seeuri-ty Tnrtnstrlal Assootatlon, Ina* 
1107 - 19th Stareet, If, W, 
Vashlogtoa 6^ D« C. 
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Proposed Aaendments to Draft Dated 10 September I957 

• SECTION 17 
CONTHACT COST PRINCIPLES 

12=222 3cope of Section . Thia Section contains general cost principles 
and standarda for use in conneetion with (i) the determination of historical 
cpate, (ii) the preparation and presentation of cost estimates by prospective 
contractors, contractors ^ subco ntractors in negotiated procurement and in 
termination for comrenlence of the GoTemaent, and (ill) the audit of coat < 
in the negotiation and admifliatration of contracta, and (It) the eTaluation 
of coat data in procurement and contract admlniatration. 

Part 1 - Applicabilit/ 
Ij^JL^L Sco^e of Part. Thia Part prescribes the uae of the coat prlneiplea 
and atandarda set forth in the seTeral succeeding Parts of this Section in 
contracting a^nd^aubcontrac^ and delineates the nature of auch uae under 
different eircumataneea. 

15-101.1 Uae. Part 2 ia prescribed for uae: 

(i) Aa a contractual baaia, by incorporation by reference in th« 
contract, for detemination of : 

(A) reimbursable cost a under coat-reimbursement type contracts 
insiudi^g jcosfc^reiaba^ 

co*t-reimburaement portion of time and mat eriala 
contracta? 

(B) terminationa when the amounts thereof are determined 
unilaterally by the contracting officer; 

(C) coata of teiwinated coat-reiaburaement. contracts. 
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(ii) As a basis for: 

(A) the development and 3ufami:3sion of cost data and price 
analyses by contractors and prospective contra,:tors as 
reqiiirsd.in support of negotiated pricing^^ repricing, 
negotiated overhead rates, requests for progress payments, 
and settlement proposals under termination; 

(B) audit reports prepared by the Audit Agencies in their 
advisory capacity of providing accounting information 
respecting negotiated pricing, repricing and termination. 

(ill) B7 Contracting Officers in the evaluation of coat data, as 
follows; 

(A) Is Retrospective Pricing and Settlements . la negotiating 
f im fixed prices or settlements for work which has been 
completed or substantiallj completed at. the time of 
negotiation (e.g., final negotiations nader fixed-price 
incentive contract, redetendnation of price^ after eoa- 
pletion of the work, negotiation of final overhead rates, 
or negotiation of a settlement agreement imder a contract 
terminated for the convenience of the Government), the 
treatment of costs is a major factor in arriving at the 
aaovnt of the price or settlement. Accordingly, ASPR, 
Section 17, Part 2, shall serve as the basis for evaluation 
of cost data. However, the finally agreed price or 
settlottent represents something other than the sum total 
of acceptable costs, since the final price accepted by 
each party does not necessarily reflect agreement on the 
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(3) In ?o r^M Pi^/;in^T;, To ;:hy ;xt'^:Tb ':h^.t ))^t-:J cir- 

£?.ciZov in for^aivl priciT5j, A.i?a^ 5/'::-i>ion :X7^ i^u'H • 

Th:? :>^^at to uhioh ^^0:st3 iiinu:jac>} ?-;nmrd ;:.l;;ing 

coT^riag ?^tur« '^^cork, a^stual coats ciiri^iot kno:m ^.ni 
th.3 inportanca of co-Jt eati^taa depends oa th« oiroxij^ 
3tan«:sja. Th« contracting officar aaat coajidar all t^*^ 
factors aff acting tht rtaaonableaess of the total proc::j.:.i 
prica, such as the tachnical, production or fiiiaacijil 
risk asstflMd^ the ccaplexltx of wrk, the extent of 
coapetltiTe pricing, and the contractor's record for ^ 
efficiencj, aconcwy and ingenuity, as well as araiUbla 
cost estiaates^ He must be fr-^a to bargain for a total 
price which equitably distributes the risks batwean the 
contractor and the Government and provides incentives for 
efficiency and cost reduction. In negotiating such a 
price, it is not possible to identify the treatment of 
specific cost elements since the bargaining is on a totii 
price basis. Thus, >fhile Part 2 will be used to evaluate 
cost data, it will not control negotiation of prices for 
work to be performed in the future, e.g., negotiation of 
a firm flxed-prlc. contract, an intermediate price reTision 
oorerlng, in whole or important part, work i«hich ia jet 
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to ba parforaed, or a targat price under an IncantiTa 

contract. 

(Iv) As the basis for the resolution of questions of acceptability 
of individual costs whanayar such questions becoma issues* 
15-101.2 ^Allowable '* and ^Unallowable in Connection with Fixed^Prica 
Type Contracts. As used in ASPR, Section 17, Part 2, the words «allowabla^'» 
^unallowable^** and the lika^ shall^ in connection with any fixed<-price type 
contract, mean '^acceptable,*' ^unacceptable,^ and the like* 
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Modifj 15-204*l(b) to read as follows: . 

(b) The extant of allowability of the selected items of cost covered in 
ASPR 15-204«2 has been stated to apply broadly to maiiy accounting systems in 
varying contract situations. Thus^ as to any given contract^ the reasonableness 
end allocability of certain items of cost may be dif f icolt to determine , particularly 
in the case of contractors whose business is predominantly or substantiaXly with 
the Government. In order to avoid possible subsequent disallowance based on ^ 
Vu:r3asonablenesa or non--allocability^ it is important that prospective con- 
tractors, particularly those whose work is predominantly or substantially with 
the Govsnuaent , seek agreement with the Government in advance of the incurrenc^ 
of special or unusual costs in categories \riiere reasonableness or allocability 
arc diffic'ilt to determine. Such agreement may be initiated by the contracting 
officer. Any such agreraient should be incorporated in cost-reimbursement type^^""^ 
contracts or made a part of the contract file in the case of negotiated fixed- 
price type contracts, and should goyem the cost determinations covered thereby 
throughout the performance of the related contract. Included are such elements as: 
(i) compensation for personal services (ASPR 15-204.2(f )) ; 
(ii) use charges for fully depreciated assets (ASPR 15-204.2(i)(6)) ; 
(iii) food and donaitory service furnished without cost to employees 

or involving significant losses (ASPR 15-204. 2( n) ) ; 
(iv) deferred maintenance costs (ASFK 15-204«2(t)(l)(ii)); 

(v) pre-contract costs (ASPR 15-204.2(dd)); 
(vi) research and developaent costs (ASPR 15-204.2(ii)(6)); ^ ^ 
(vii) royalties (ASPR 15-2Q4.2( Jj)) j 
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(rili) selling and distribution costs (ASPR 15-204.2(kk).(2))} and 
(ix) traTsl costs, as related to special or mass personnel moTement 
(ASPR 15-20i».2(ss)(5)). 
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Compensation for Psrsonal Serv ices 

Modify 15-204. 2(f) to read as follows: 
(f ) Compensation for Personal Services . 

(1) General, a. Compensation for personal services includes all 
remuneration paid currently or accrued, in whaterer fora and whether, paid 
immediately or deferred, for serricea rendered by employees to the contractor 
during the period of contract performance. It includes, but is not limited 
to, salariee, wages, directorst and executive eonBlttee meaberst fees, bonuses, 
incentive awards, employee stock options, employee insurance, fringe benefits, 
and contributions to pension, annnity, stock-bonoa and plans fer incentive 
coapensation of management employees. Except as otherwise specifically pro- 
vided in this paragraph (f), such costs are allowable to the exteftt that the 
total compensation of individual employees is reasonable for the services 
rendered and are not in excess of those costs which are allowable by the 
Internal Revenue Code and regulations thereunder. 

b. Compensation is reasonable to the extent that 
the total amount paid or acemed, is comensurate with compensation paid under 
the contractor's established policy and conforms generally to compensation paid 
by other contractors of the same siae, in the same industry, or in the same 
geographic area, for similar services. However, certain conditions give rise 
to the need for sp ecial considerat ion and poesible limitation as to allowability 
for contract cost purposes where amounts appear excessive. Among such conditions 
are the following: 

(i) Conpensation paid to owners of closely held 
corporations, partners, sole proprietors, or members of the imediat^ families /- 
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thereof, or to peraoas irtio are contractiially coamdtted to acquire a subetantlal 
financial interest in the contractor's enterprise. Determination should be aade 
that such compensation is reasonable for the actual personal serrices rendered 
rather than a distribution of profits, 

(ii) Anj change in a Contractor's conpensation 
c>''peiic7^sulting in a substantial increase in the contractor's lerel of * 

compensation, particularly when it was concurrent with an increase in the ratio 
of GoTerraient contracts to other business, or anjr change in the treatawnt of 
allowabiUty of specific types of compensation due to changes in Q^v^mment 
policy, 

(lii) The contractor's business is such that his 
- conpensation lerels are not subject to the restraints normally occurring in 
the conduct of coBpetitire buslness^^^^ ^) 

c. Compensation for serrLees rendered paid to partners 
and sole proprietors in Ueu of salary will be allowed to the extent th*t it 

is reasonable and dees not eenstittata a distribution of profits. ' 

d. In addition to the general requirements set forth 
in a through o above, certain fonu of compensation are subject to Author 
reqairameats as speeified in (2) through (10) below. 

(2) Salaries an^ Wages, Salaries and wages for eurrent serrieos 
indttdo gross oompensatioa paid to employees la the f om of cash, products, 
or services, and are aUowable subject to tho qualification* of (y) below, 

(3) Cash Bonuses and Incentive Compensation . Incentive ecmpensAtioa 
for management employees, cash bonuses, suggestion awards, safety awards, and 

yneentive compensation based on production, cost reduction, or efficient 
performance, are allowable to the extent that the overall compensation is 

8 
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defminad to b. reaaonabl. ^ ,„ch eoat. .„ paid or a«««i to a. 

agr.«.,nt ..rtarad Into In Xilth b.t««, th. ,«*„.tor and'tl,^ ..ploy... 
Wor. ..me.. »r. r.nd.«d, or p«w«rt to aa .rtabUahad pl«, foUo«d 
b, th. contractor .. c«„l,t.ntV a. to l»pl,. m an agr.«.„t to «1„ 

.«.hp.,«nt. (But.„AsiB15,J04,l(b).) Bonn.,.. a«rd. and Ia.„t't« 
cc-p.n.atlon «h.n anr of th« d.f.rr«i ar, alio^bl. to th. .xt«t pr.Tld«l 
in (6) below, 

(4) Bosagea and Ineentive Compeneatlnn Paid in stock. Coats of 
bonuses and incentire compensation paid in the stock of the contractor or of 
an affiUate are allowable to the extent set forth in (3) abore (including " 
the incorporation of the principles of pa«graph (6) below for deferred bonuses 
.and incentire ccmpensation), subject to the following additional requir«.e„t.: 
(i) valuation placed on the stock transferred shaU be the 
fair market ralue at the time of transfer, detenrined 
upon the most objective basis available; and 
(li) accruals for the cost of stock prior to the issuancs 

of such stock to the emplojees shaU be subject to adjust- 

ment according to the possibilities that the employ;e8 
will not receive such stock and their interest in the 
accruals will be forfeited. 
Such cost, otherwise allowable are subject to adjustment accordia^^to the 
principle, set forth In (6)e. below. (B«t see ASPR 15-204.1(b).)/' 

(5) 5to2lE OBtioa.. The cost of options to employee, to purchase stoek 
of the contractor or of an affiliate is unaUowable. " 

(6) 22fea2d £oageasa^ a. As used herein, deferred ccmpiasatioa 
include, all r«uaemioa, ia whatever fom,(for services cu««tly „ader.d) 
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for which tha employee is not paid until after the lapse of a stated period 
of years or the occurrence of other events as provided in the plans, except 
that it does not inoluds nomsl end of accounting period accruals, it includes 
(i) conmbutlons to^ension^^^^ g^tock bonus, and profit sharing plans, 

(il) «ontribuUonsJjo jU.eat^m^ withdraTOl, insurance, survivorship, and 

'^f^ (^i) other deferred compensation, whether paid 
in cash or in stock. ~ — —"""^ 

b. Deferred compensation is allowable to the extent 
that (i) it is for services rendered during the contract periodj (il) it is, 
together with aU other coapensation paid to tha employee, reasonable in 
amount; (iii) it is paid pursuant to an agreement entered into in good faith 
between the contractor and employees before the services are rendered, or 
pursuant to an established plan followed by the contractor so consistently 

as to imply, in effect, an agreement to make such payments; and (iv) for a 
plan which is subject to approval by the Internal Revenue Service, it falls 
within the criteria and standards of the Internal Revenue Code and tha 
regulations of the Internal Revenue Service. (But sea ASPR 15-204.1(b).)i 

c. In detemining the cost of deferred compensation 
allowable under the contract, appropriate adjustments shall be made fdr 
credits or galas arising out of both nonaal and abnormal employee turnover, 
or any other contiaganelas that can result in a forfeiture by employees of 
sueh deferred com)aseatlon. Adjustments shaU be mada only for forfelturaa 
which directly or IndlracUy laura to tha benefit of the contractor, for- 
feitures which inure to tha benefit of other employees covered by a deferred 

.compensation plan with no iraductlon in tha contractor-s costs will not nonsall7 

'V 
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give ri8« to adjwtJi«Bt-in contract costs. Adjwtaents for nonaal eaploy^ 
• turaoTer shall U based on th« contractor <s experisncs and oa foresssable 
prospeota, and shaU b« r«fleet«d in tha aooimt of cost currently allowable. 
Such adjustaienta wUX be uanecessarj to the extent that the eo^t^etor can 
deaonstrate that tts eestribatieni take into aeeount noxnal forfeitures. 
Adjustmte for possible future abnowal forfeitures shaU be effected aoeordlng 
to the following rulett 

(i; abnozaal forfeitures that are foreseeable 

and which can be enrreatlgr^^ifalttated with- 
reasonable aceuracx, by actuarial or other 
sound coapotation, shall be reflected by an / 
ad Justnent of current costs otherwise 

t 

allowable; and 
(U) abnoxnal forfeitures, not within (i) abo^. 
nay be oade the sub jeet of agreeaent between 
the Gorennent and the contractor either as 

to an eq^table adjustaent or a method of 
determining such adjustaent. 
d. In detexnining whether deferred eoapensation is 
for senrioes rendered during the contract period or is iTor fttture services, 
oonsideraUon 8h«U be given to eondltions impoBed upon erentual pa7»ent, sueh 
as, req^rsMnts of continued cnploTaent, consultation after retiremnt, and 
eerenanta net to coapete. 

(7) rri^ Benefits. See <o). ^ 

2SS!^» S«tra>Pay Shift an|| Multi-Shift PreiduM . See (y). 

■ 11 V 
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(9) Training and Education Sxpenaaa . See (qq). 
(10) Inaurance and Indemnification . See (p). 
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(ii) Research and Develoaaent Costs. 

(1) Research and development costs are divided into two major 
categories for the purpose of contract costing - (i) basic research, also 
referred to as general research, fundamental research, pure research, and 
blue-sk7 research and (ii) applied research and development, also referred 
to as product research and product line research. 

(2) Basic research is that type of research which is directed 
toward increase of knowledge in science. In such research, the primary aia 
of the investigator is a fuller knowledge or understandijig of the subject 
under study, rather than a practical application thereof. Costs of indepen- 
dent basic research (that which is not sponsored by a contract* grant, or 
other arrangement) are allowable, subject to (6) below and subject also to 
their being allocated to aU of the work of the contractor. 

(3) AppUed research is that type of research which is directed 
toward practical appUcation of science. Development Is' the systewitic use 
of scientific knowledge directed toward the production of or improvements in 
useful materials, devices, methods, or processes, exclusive of design, manu- 
facturing, and productiom engineering. Costs of a contractorts* independent 
appUed research and developwnt (that which is not sponsored by a contract, 
grant, or other arrangement) are allowable, subject to (6) below, under any 
production contract to the extent that such appUed research and development 
are related to the product lines for which the Government has contracts and 
such costs are allocated as indirect costs to all production work of the 
contractor on such contract product Unes, Costs of independent appUed 
research and development are unaUowable under research and development 
contracts. However, in cases where a contractor's nozval course of business 

13 



does not involye production work, the costs of independent applied research and 
development work (that which is not sponsored b7 contract, grant or other 
arrangement) are allowable, subject to (6) below, to the extent that such work 
is related and allocated as an indirect cost to the field of effort of the 
Government applied research and development contracts, 

(4) Independent research and developnent projects shall absorb 
their appropriate share of the indirect costs of the department where the 
work is performed, 

(5) Research and developBent eosta (including aaoonts c'apitaUzod), 

regardless of their nature, which were incurred in accounting periods prior 

to the award of a particular contract, are uaallewable. 

. ' . ■ - . ' ' ' 

(6) In addition to the definition of reasonableness provided' in 

ASPR l5-a01,3, the reasonableness of expenditures for independent research 
and development should be deteznined in light of the pattern of the coat of 
past programs (particularly those existing prior to the placing of Governnent 
contracts), with due consideration to changes in science and technology, Ssch 
ejq)enditures must be scrutinized with great care in connection with contractors 
whose work is predominantly or substantially with the Government. Wiere such 
expenditures are not subject to the restraints of coanerclal product pricing, 
there must be assurance that these expenditures are made pursuant to a planned 
research program which is reasonable in scope and is well managed. The costs 
should not exceed those which would be incurred by an ordinarily prudent 
person in the conduct of a competitive business. (See ASPS l5-204.1(b),) 
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(y) O-'ertJjsa, S^ctra-P a/ .^^i^^^ 4*;^.rtl,-c, s^'^j 

shifts, And multi-shift work is alicvrabl-j to ihe sxtent ■iodi"o7;*<i currt^^^ri- *a ' 

A3PR 12-102. 4, or authoriz.ed pursuant to AS??. i 2rl02.5., ^ 

^^^{>w notfa isrii ^nfcr^xs uic ,woI?c' ('-Vc^ ^oet^JJ^ ' < e^/'V^jTf.jsssaBi- - 

•le rfaoD 6rf^ irK»^cr^ erf' lo mil b<aclm6*eb «o biiiorie fmmoLmt^b ba^ 
rioi-s n-ftrfy -.ia«BOT»v<ya adi d..fj>* Tll^.un^^adi^s xiaimaiascfc^iq ».t iitrt^ •earn.' 
■ *:.7ai3jwq xI.H«Jtfrto n* fcsTtijsai hLvo*^ lialrtw ©fiodi b»9?&s jToa fei^uds 
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COST PRIHCIPLE FOR RESK^RCH ASP BEmOPWEyT 

!• Basic researdi, for the purpose of this regulation^ is that i^ype 
of research vhidi is directed toward increase of knowledge in scimce« In 
each research, the prlnary aim of the investigator is a fuller knowledge 
or understanding of the subject under stuc^, rather than any practical 
^pplicaticm thereof!* Applied research , for the purpose of this regulation, 
consists of that type of effort i*iidi (1) normally follows basic research, 
but may not be severable from the related basic research, (2) represrats 
efforts to determine and expand the potentialities of new scientific dis- 
ooveries, and techniques, and (3) represents efforts to »>advance the state 
of the art*" Applied research does not include any such efforts when their 
principal aim is the design, development, or test of specific articles or 
services to be offered for sale, which are within the definition of the term 
development as hereinafter provided • 

2, Development is the systematic use of scientific knowledge which 
is directed toward the production of, or improvements in, useful products 
to meet specific performance recpair®aents, but exclusive of manufacturing 
and production miglneering, 

3# A contractor's independent research and development is that 
research and devel^m^nt which is not sponsored by a contract, grant, or 
other arrangement* 

A contractor's costs of ind^endoit research as defined in (1) 
and (3) above shall be allowable as indirect costs (subject to paragraph (8) 
below), provided they are allocated to all work of the contractor* 
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POST PRIHCIPLE fm RESaUtCH AND BEmOPMEKT 

1. Basic researdi^ for the purpose of thle regulation, is that type 
of researdi nhidi is directed toward increase of knowledge in science* In 
euch research, the primary aim of the investigator is a ftiller knowledge 
or understanding of the subject under stud(y, rather than any practical 
flpplicaticm thereof. Applied research, for the purpose of this regulation, 
consists of that type of effort ^idh (1) nomally follows basic research, 
but may not be severable from the related basic research, (2) z^resrats 
efforts to determine and e3q:>and the potentialities of new scientific dis- 
coveries, and techniques, and (3) represents efforts to ^advance the state 
of the art^« Applied research does not include any such efforts when their 
principal aim is the design, development, or test of specific articles or 
services to be offered for sale, which are within the definition of the tenn 
development as hereinafter provided. 

2. Development is the systematic use of scientific knowledge which 
is directed toward the production of, or Improvements in, useful products 
to meet specific performance recjiirements, but exclusive of manufacturing 
and production engineering. 

3# A c<»itractor*s Independait research and development is that 
research and dervelc^mtent whidi is not eponsored by a ccn tract, grant, or 
other arrangatent. 

li. A contractor's costs of independent research as defined in (1) 
and (3) above shall be allowable as indirect costs (subject to paragraph (8) 
below), provided they are allocated to all work of the contractor^ 
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Kb* Coa9«flMttai la rtMofltbX* to Mm nctMA that tte WUl mtma^ 
paid or McnaA i» a w n iwuf ata idtii aaapaMUaft paU «ad«r th«L 
ooBtvaatar's aataUlalM* palier anA aotfem iaaarally' «• ««e9«im-^ 
tUa paid atter aaotnataw of Urn aant aiM« iii th* aaM 
lidBstr7t «r iJttte aiM gaographli an«f far aii^^ 
la tif adadnlatrrtlott thi» prlflpljla* i» !• raaagataad that 
a>» tawr 6aBBPaaa«tto« aaa» naad b# aaM— tad la datail to th» ; 
aba»» taaW^ 9atdi taaty naad ba wapHsd aotr ta thQa» aaaa« la 
lAirtt a ganaral raviaw gafoala aaaaafey or typaa af a«waaa«ttoa 
SMcfa appaar aaroaaaaaMLa or attandao oa» of llaa* MmmfWm 
oartaia eai^tlMa slra tlaa ta tfe» aaad f <Hr apa^al: eaaaidarBtiaa 
ai^ poaaibia liaiUitaa aa ta allaaaMTItr far eaatoaat eoa»> ■ 

f ;' " ' mtte fallaidai^ 'ata*^ ; ■ ■ 

"MBfr eara af ttaa paat aarrUa paaala» aradlt preWUoi fegr dalatiag tte :: 
piuraaa *for —xyiam avnwitljr raadaradP froa l5-20l(«2(F}<6)a» tad insart 
ab tba boflnnlng of paragrapb t^i)t 

■■■-.*l^mp% for paat 99rfU9 paoalaa aaata, it ia f or aarrloaa . 
'.'Toi^araA doriJi^ tba ooaferaai parla4** 



Part T • Flx«4-Frls« Typ* Contrasts 

1$»700 Scmm of Part^ IhU Part tat* forth th« suid«liM« to hm 
us«4 far th« aTslnaUoa of oaat* la nagotiaiad flzad.prie« tjfm 0Qatrae1»« 
iml»ttJ« tandnaUons thamf^ in thoaa Ingtoncag yjiM guch aralnation 
la ra<yiiyad ta a«t*M<«h prlcpy fpy sqeh oontT«at*> •Pixad-prla* tjpa* 
aantraats iaaluda, for pw-poaa^ of thl« Part, th« foUoaliift 
(4) firm fixaA^pria* aaoArastc {ASJ% 3-lt03.1) 
(U) fl2ad.]}rl«« aootraat* idth aaoaUtlaa (lam >4(03*a) 
(1U> flxad-prte* aantraats providing far tte radattisLaatiott 

af pria« <^I» 
(ir) f izadi.])riM imantlTa aoBtraato (idn 
(t) iio»4aat*raiateaakl« partiaa af tim anl wtariats : 
■.. oontraat* y-hO$,l) 
15>7Ga> UmUGfirmidmit.*^^. (^\ Volar fljcad-priav tm e«tra^ 
prt«t»^ aa« aaparatc alanaBls af aaa* ptlw profit, ar«,t« W i^iotUtad. 
A oat otlatad pric« i» tb» baai» pmgmuA U s ooatrabtvr maii« find* 
prt«# t|>pt aaniraatai allonAl* oaat* art tte baaU f or rttlatersaaaat 
vaitr f a«t.ralflbttra«Baat tgrp« coBtraata.. Acaardingl/, th» poOiaiar aa4 
praaa^nrar af iSPt 8aotla» ni, fwt% 9, ara g9v«mli« aai ahOX br faUoaa*: 
ia^ t^ iMgatiaUoaof fis^^ ^ '-r^ 'V-r-:^ 

v (^i^ 4« twagidaad ij| JBPJ Saotioa ni. Part 8, thaw ar» idthita 
^ flaad-partaa typa oatagourr «t aaatraaia aartain aitoaiion, #.( 
ineaafclfa and radatanoinabla oontraaW, 1a i<iiab eoata « slgalfieaAt 
faotor ia tta* nagotUUoa of prittaa, Za such altuaUona, aaaW aaat b» 
Sabitttad by aontraotora, oTaluatad by th* Govamaoak, ond uaad mi 
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Ikmorable Perkins McGolre 
Assistant Secretary of Defense 
(Supply and Loglsties) 

Dear Kr« MoGuiret 

Jn respcmse to your letter of October 22^ 1957 # m are 
pleased to you our prelizainary Tievs on the SeptaiiH 
ber 10, 1957 1 draft of Aracd Services Proeureraent Regula* 
tionsj Section XV, Contract Oost Principles* 

tks note f roo; your letter that the Department of De^ 
fense subscribed to the view that it vould be advantageous 
to have cost principles vhdch are applicable to all types 
of ne£;otiated contracts # IMs is a position in nhidi ve 
concur and one %fhidi ve feel viU foster an atioosphere of 
mutual understanding am(mg contractors and contracting of* 
ficears of the various af.»cies« It should ultinately lead 
to inore effective negotiation and administration of Govern* 
ment c(mtracts« recornize that this is a difficult un» 
dertakin^T^ and i^ are pleased to learn that differenoes of 
opinions vititin the Department of Defense have been largely 
resolve ♦ 

We prefer to reviev and c€»nsient <m the cost principles 
after industry oornments have been analysed and accepted 
su{;c^stions have been incorporated in the proposed princi* 
pies. There are, howeveri a few coraraoits we would like to 
TTiakc at this tine concerning the over-all philo80{^ of the 
cost principles • We hope these consents will be helpful to 
yout 

We have long had an interest in the objective of as- 
tablishine oost principles for use on all types of &egoti«» 
ated contracts within the Departaent of Defense as evidenced 
by our letters to the Seeretaxy of Defense on May 31, 1955f 
December 16, 1^5 j ^nd Mardi U, 1957* We miderstand that 
the adoption of uniform oost principles for Govenvnent-wide 
use is now being considered^ Ve also endoree this ob^o<» 
tive, and our cements whidi follow give recognition to the 
possibility of the proposed cost principles being adopted 
for Oovem«ent»wide applloatim* 
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Parapraph 15-(X)0, Scope of Section^ contains a con* 
else staUpoenb of tbe three basic ases for coat principles ^ 
namelyt 

(i) the determioation of historical costs 

(ii) the preparation tfid presontation of cost esti* 
nates by cemtraetors azkl stbcontraetorsj and 

(iii) the review^ aodit aiKi evaluation of cost data| 
in the nef:otiatlm and administration of Gov* 
enrnent contracts and subcontracts thereonder 

Ive believe that this paragraph properly expresses the 
appropriate use of the cost principlesj hovever, subsequent 
pararraphs, and in particular paragraph 15-101> appear to 
deenphasise the ijaportsnce of the cost factor in contract 
pricinci and thus the importance of the coi-t principles, 
Vfe visualize the cost principles as a vehicle to provide a 
basis for mutual tmdcrstsTKiing by contractor and Oovcmraent 
representatives as to the Erotarf rules for a highly impor- 
tant factor in contract negotiation and adrrdriistratioa. 
FJeGiTiDhasis of the relative imi>ortance of tte cost factor, 
particularly in a state.'siont of the cost principles, wuld 
alriost surely inpair efforts to obtain a more realistic 
evaluation of ttds iisportant factor in contract pricing. 

Particular attention is invited to the follovrinF: por- 
tion or pararrapb 15-101 (c) of the Septmber 10, 1957, 
draft of the contract cost principles* 

<»To the exteit that costs are a factor in 
forwaird pricLnn, ASPH, Section XV, Part 2, sh^all 
apply to the devclojxjo^nt and evaluation of cost 
data* The ext^t to vhidi costs influwce for- 
ward pricinc varies greatly from case to case* 
In negotiatiMis covering future vork, actual 
costs cannot be knoun and the ittportanoe of cost 
estiaates depends on the eLrcumstances, The oon« 
tractine officer must consider sU the factors 
fectinc the reasonableziess of the total proposed 
price, such as the technical, prodncticm or finan* 
eial risk assuzoed, the ODinplexitgr of iiork, the 
extent of ooxapetitive pricing, and the oontrao* 
tor's record for efildmcy, eoonosiy and ingena« 
ity, as veil as available cost estimates* He 
Bust be free to bargain for a total price vhich 
equitably distributes the risks betwen the con^^ 
tractor and the Goverxsaent and provides incentives 
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for effieiencar 9od cost reduetioa^ Zn negotiat- 
ing audi a price, it is not possible to identify 
the treatiaent of epeeif ic oost elezaents since the 
bargaixiing is on a total prxce basis* Ibas, vhile 
Part 2 viU be us^ to develop and evaluate eost 
data, it viU not control negotiation of prices 
for vork to be performed In the future (e#g#, ne« 
gotiation of a f iem fixed-price contract an inter- 
n^ate price revision covering, in lAiOle er 
inportant part, noxk irhieh is yet to be perfomed, 
or a target price uiricr an incentive contract)* 
Nevertheless, yihen the question of acceptability 
of a specific itein of cost becoiaes an issue. 
Fart 2 viU seznre as a fuide for the resolution 
of tlie issue*^ 

Our exairdnations of contract activities have disclosed 
serious Kcaknecses in the procurernent procedures stersaing 
from inadequat-e consideration of the cost factor in con- 
tract pricing, Ihese have included failures to obtain pe- 
riodic cost data needed to exercise repricing options, 
failure to obtain the latest available cost data at the 
time of price negotiationSj inadequate analysis or verifi- 
cation of cost data and recognition of cost trends, and 
failure to properly exaidJie future cost estimates and re- 
lated supporting data. Further, our reviews have disclosed 
failures on the part of both the Govemm^t and prime con- 
tractors to obtain cost data or other inforsiation as to tlie 
basis for the price vhere avards vere made without coaspeti- 
tion to suppliers at finn fixed prices* Various measures 
Ymve bem adopted to ii^rove these conditions} however, we 
feel that inadequate consideration of the cost factor in 
contract pricing ia a cdntinulnfr problem. Iherafore, we 
stronfly suneest that the foreeoing; paragraph be rephrased 
to emphasise the iftportance of eost as a pricing factor 
rather than to suboxtUnate it« 

Wien prices are determined by negotiation rather than 
simply by comparison of competitive bids, as in the case of 
formally advertised contracts, the actual or estioated cost 
of performing the woric should Mrmally be a vex7 isportant 
factor in appraising the reasonableness of a proposed prics^ 
Hence J a thorcui^ analysis and evaluation of such eost data 
are essential to sound contract negotiations, whether it be 
a negotiated fira fixed-price, redeterninable fixed-pricCi 
or a oost^type contract or su*nec«itract# Vfe understand that 
the cost principles are intended to be guidtes for preparing 
cost proposals and negotiating prices; therefore we suggest 
that the docun^t be written with particular emphasis cm 
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the iBportance of costs and appropriate evaluation thereof 
In the process of negotiating contract prices^ 

wuld also suecest soae reocmsideration of tte 
statement that treatta^t of ^>ecific cost eleronts is not 
possible because the bargaining is on a total price basis* 
Oertainly, so far as Government Kgotiators are concerned^ 
there should be a full shoiAnp of all factors coxisidersd in 
arriving at the price ani the files should shodr the basis 
for acceptance of tte price* feihen competitive forces are 
not present to assure a rea»>nable price^ one of the major 
ctmsiderations is the actual or cstliaated cost of produe- 
tion and the record should reflect the neeotiator^s treat- 
ment of it in arrivinc at a price acceptable to the 
GovemcMsnt. The quoted stateinent seems to encourage fail- 
ure to adequately consider cost aaS to document the deci- 
sions made, Hiis weakens contract negotiations and impairs 
subsequent adrainistrativc and other reviews of the activity, 

Ife note thst part 2 ic? to be incorporated in contracts 
to provide a contractual basis for ascertaining reinburs- 
aMe tsost^ under cost-reinibursement-type contracts and the 
cost-reijnbursenmt portion of tiimB and laet^rial contracts 
and unilateral detersninations under terminated fixed-price 
contracts ♦ recau^end that ther?e principles also be in- 
corporated by reference in ne^^otiated contracts i*iich pro- 
vide for repricing durine or after prr?rf<aTO5nce, Oontrover- 
sies over ifihat types of cost are to be recognized in tte 
negotiation of a price could be substantially miniiaised ty 
an advance un-ierstandinp by the contracting parties of the 
cost principles to be followed • The principles would then 
have official standing by cantract stipulation and their use 
would be requiared in the subnission of cost data and in the 
evaluation and neeotiation of the contract prices* 

\ie reconunend that subparsfraph (ill) of paragraph 
15-201,U (page 6) be deleted • The provisions of this sub- 
parE£!raph appear to be so broad as to qualify almost aqy 
cost of a c<mtractor as allocable to Oovemment voric^ 
whether or not there is any relationship to the work. The 
provisions of subparagraphs (i) and (il) seea to be broad 
enou^ to reoolpfiLse Bxiy cost appropriately assienable to 
CJovemoent work, particularly If the phrase "or othtr eqai* 
table relationship** mre added to subparagraph (11 }« 

¥e note that the cost principles relating: to indirect 
costs provide in paragraph- 15-<«03(d) (page 8) that the con- 
tractor* s established practices^ if in accord with generally 
accepted accounting principles^ shall be acceptable* I* 
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believe that a further qualification ehould be added that 
the results of the allocation isust be equitable to both con- 
tracting parties ^Amn Tieved and tested against the contrao* 
tor^s activity under the contract* 

Subparagraph 15-20U,l(b) (page 9) reeognlMS that the 
extent of allowability of certain costs should be agreed to 
in adranee of the contractor's incuzring of sudi costs* It 
provides that audi agreeznent should be Incorporated in cost* 
reiBbursement-^^pe contracts but would only be sade a part 
of the contract file in the case of negotiated fixed-price- 
type contra cts^ We believe that it would be extremely help- 
ful if sudi aereerr«nts were to be incorporated in any type 
of contracts where there are pricing or repricing or cost- 
reimbursetoent deterndnations to be made subsequent to the 
awards 

In considering the application of the cost principles 
on a Goverranent--«ide basis, sone of the agencies may con- 
sider it desirable to make special arrait:emcnts and to have 
an advance arreement concemini^ the extent to vi.ich "home 
office" expenf?es are to be applied to CQOO TOntracts 
(frovcrnmcnt-owned, contra ctor-opr rated) and similar 
ynanaj-eMent-type ccmtracts, perticiilarl^' where the opera- 
tions under the contracts are sufficiently autonomous so as 
to require little or no assistanr^^e from the "hcKne office. 
v»e recojriineiKJ that the cost principles specifically recog- 
nize that these circumstances require limited acceptance or 
nonficceptsnce of ■horno office" expense* 

Fending your receipt and consideration of corments 
fron industry, we will withhold coments relating to the 
"Selected Costs" contained in "Application of Frindples 
and StaraJards" (paracraph lli-20l<)« However, our review of 
the document would be facilitated by a further explanation 
of the treatment of compensation for personal services, mud 
depreciation, and representatives of our Office will 
nicate with your staff on these setters. We ehall^ of 
course, be glad to discuss any other matters with you or 
members of your staff Aould you eo desire* 

Sincerely yoursi 



Comptroller General 
of the United States 
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COST PRINCIPLES 



UPPLICABTLin 



Draft >8 of 21 kugast 19$8 

Proposed that the coat principles be applicable to all types 
of contracts as foUovst 

a. Cost^'ReiinbursGnent T>nr>e Contracts 

As a contractual basis for termination of costs » 

h. Fixed^Prlce Type Contracts 

As a basis for submission of cost data and price analyses 
b^ contractors, the evaluation of cost data by contractinr officers to 
the extent that costs becone a factor, the resolution of cost questions 
in retrospective pricin;?, and as a guide for the resolution of cost 
questions in forward pricing, 

c* Audit Reports 

As a basis for the preparation of advisorj* audit reports. 

Contract Terminations 

Uiiilateral determinations in contract tenninations* 



Industry" 

St3?ongly protests the application of detailed cost principles to 
fixed-price contracts cm the basis that fonnila price fixing vould 
result and negate the advantages of competitive and negotiated prices • 



Special Working Qroup RecoTroendation 

She military d^srtnents have objected also to the applicability 
of cost pzlnciples to fixed«prioe contracts* It is contended that 
formula pricing would result, and that the traditional concept of 
negotiating fair and reasonable prices would be lost. It is proposed 



that the eost principles be revised to provide for a separate appliea«- 
bility treatment for fixed tvpe contracts consistent vith the current 
pricing principles in Part 8^ Section HI, ASPR, A nev Part 7, Section 
XV vould be added providingt 

a» That the pricing policy in Part 8, Section HI vould be 
governing and followsd in the Mgotiatim of fixed-*prlce type contracts. 
In brief, this philosophy i^xrrides that prices not separate elments of 
cost plus profit are to be negotiated. 

bt When cost principles are being considered in f ixed^rice 
tj'pe contracts, the cost principles %dll be used to provide general 
guidance in establishing a fair and reasonable price. This would be 
particularly arplicable to incentive and redeteminable contracts. 
Even in these situations, the use of the cost principles vould be 
flexible. 



HecQgfnmended Amy Position 

Concur in the ^f>ecial V/orklng Group reconnendatlon . 
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COST PRXHCIFIBS 



CQHPHfSATION 



Praft ms of gl August 19S6 

Coonpensatlon Is rMsonable to the «tent that the total MMnmt 
paid or accrued la oonvnensurate vlth compenaatlon paid tinder the 
contractor's established policy and conforms generally to compensa- 
tlcBi paid by other contractors of the same siae, in the nam industry, 
or in the same geographic area, for similar services^ 



Special Working Group Reconimendatlon 

To reco^ae that In the determination of the reasonableness 
of total conpensation, contracting offiCf>rs, as a practical matter, 
can only cope with the unreasonableness or out of line situation* 
The followinr addition is proposed: 

In the administration of this principlej It Is recopnlged 
that not every compengation case need bi& subjected in detail to'^e 
above tests » Puch tests need be applied only to those cases in 
yhich a general review reveals arfiounts or t^^es of conpensation 
irfhlch appear unreasonable or otherwise out of line * 



Recomended kmy Position 

Concur in the Special UorklnE Group roconanendation* 



X2/V58 

SMw eax9 of tfat put servle* y«neltti ereftlt yvaULvB tgr aalatlng ybnM 
"fbr •ervlew camwUy x<inan«d" fim iy^eA,2(r)i6^ tat iBMari «t Ite 

"SBMipt tbr pftst Mrvtet pmmSm totltm, it i« fttr mwIam 
MBterad Aoitag tht ooBtxnet ycrtoO** 
fi» take of glauxtlc fivetajBi Saeitet to w inwitmit tmi <f JUL 
c um wMwt lo n sSaas, SBtxoAoM ISie oooetpt of ■■iiiitfw i wit Igr ewii lyt iiiii laqr 
lanrtlae a new goxtenee la yangnQb (b) m ibilow: 

CompeoaatioQ Is vmmimUU to tba cctoBt that tb» total momit 
paid or aeexoed is eoBOsnsuxate vitb qcwBUffisstlon paid onAer tt» 
cootzQctor*! aetahliahod polley and aoofbias awnftmlly to annniinsn>» 
tioo paid ligr ottMnr contmetors of tiie mm aiaa« la tite aaae indmtxff 
or In the ssae est^n^liie anay fbr ainilar acrviMS, la the aftntntw- 
trstlan of this grinciplej particular attsntloo abotOd be glrsn to 
reamerettop ihidh la ofrfftoMriLy out of Haa « tofrngmcg esrfesla 
ffonflltlons give rise to tbm saed fbr q^aoial oooMlfteTaUoa aad 
possible XSadLtatloB as to allowiblLilgr fbr eootaaet aoat yupoaas 
vtere sBOunts agspear aaeassivs. itaoaiig aadb oondltliona are the fi&ovtas 



COST PRINCIPLES 



RRKTAL COSTS 



Draft as of gl Augast 19$8 

Allowable if ratea are reaaoixable in lig^t of such factors aa 
the type, life expectancy, condition and Talue of the facilities 

leased, cations available and other provteions of the rental agreement* 
AIbo requires a ecKoparison of rental costs vith costs %ihlch would be 
allocable if the facilities were owned by the oontractor* 



Industry 

The ultinate test should be the rental value of comparable 
properties, and not ccjwparisons to costs which the contractor would 
have sustained as owner* 



Special Vi^orkinp Group Reoo?>nendRtic>n 

SariG as 21 August draft except to include »*inarket conditions in 
the area" as a test of reasonableness of rental costs. 

Rec orynended Anny Position 

Concur in the recommendation of the Special Working Group. 



iWi) BeatalCoBtg. (tedgfttag Sale and Laawtoadt of gtelim<») « 
Bwite p»mgTnph (1) «f tte frtnrliplt to saaA ao fbUoMi 

(X) Bntal ooelo of tetflftli^ mA ogifiwwnt nA ottter 
jp ' i n o irw-'^ psojportsr v oUomAAo if ^Iw SKtet on soMOOiibilo io UlifM of 
Ooeh fttfCtezo ao aarhet ooaait<<oco to the «wo« tte 1gnpo» Xlf^ oaqpoetaMar* 

proylgioos of the roatal • eioaaaut * i^BS^leotioo of llMoe I^Kton tovolvoo 
olopg nAth et8»r coogiaeiaBttoMi CQqparlooo of Motel oooto uttb eooto thidi 
ODvld be allocalilo if tbe fhieilltin %mro omad fey tte oootmetor* 
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Draft aa cf ZL Angna t 19S8 



Special Working Qro^ip Rebo^er^aatlon 

Addition of an ariditioniL sentenW^lnaavertentay^^ORl-^tted^ 



Recognnended Amy Position 

Concur in the J^ecial Working Group recommdation* 



Si oanOsr tQ toik* cat* of « oeae^ itoLek M ben imAmtostlj onlttcd 
«o Moid AaallieKifiiBk ttf dMioBB u nfl ag Mrtftla ttlsMBBtBOfiM* noflBBODd 

15-g>g(a) mi 

ItcBB ortlTwrHy cbarflroblt «• iaAlrtet oeit« art ABX«tA to 

Qovmiaept npifc — toaet flO«t>» tba eort of lite itaPM ■as'llrwMe to 
ethi^ voxk of the eoatxaetor aust be rtlinlmtad £nb todlxaot «Mrts 
allocsted to Oovemaeat VMk." 

J 
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COST PRIMCIPDES 



PUOT HECOWmSICM COSTS 



(Plant reconrerslon ooats an those incurred in ^e reetorft* 
tion or r^aULlitation of the oontraetore* facilities to approzlnately 
the saane conditicm existine immediately prior to ^e comenosRSnt of 
the military cc^tract vork^ fair vear and tear nested.) 

Draft as of 21 August 19$8 

Unallowable except for the cost of removing government propertjr 
and the restoration or rehabilitation cost caused by stich removal* 



Industry 

Plant reconversion costs should be allowable includinp the cof;t 
of x^amovinr government prcpex^' and restoration or rehabilitation 
cost caused by such ronoval to the extent authorized by advance 
negotiated agreeraent* 



Special Working Qroup Recommendation 

Komally unallowable, but to liberalize this principle by 
allowing additional cost by mutual agreanent where equity so dictates 
in special circumstances* 



Rec<gpiended Army Poatticp 

Concur in the reeomendation of the Special Working Qroup. 



CCmUOT 008T reOf CIPLSS 



ARMT POSITICilSr 



M ; v; • • 1h» DMi propoMla nad# bjr th« Speisial Vtarkfng^ Orotip and nb-^ 

SMntaxy of OtftnM (Soppljr ud Loglstlea) dated 31: ; 
hOT b«« coo»dliurt#d iilthl» th« Aj^ aod th# 
to:^ f^C- / riaBMiUitod Anqr poaitlaM arer fbrtH la Kbii a 1 throudi 6 16 



' ^ aj rill UTlBl • 
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COST PRIHCIPLiSS 



TITLE , 
Draft aa of 21 Auguat 19S8 

ConU^et Cost Principles* This is the titlo vhieh has bean usad 
for Section XV of the ASPR since 19U9# 

Industry 

Industry claims that the proposed Section XV poes far beyond 
"principles" in that ve have included procedural and instructional 
material* 

Special Workinp Oroup Recongtiendation 
Cot tract Cost Principles and Procedures* 

RecQurtended Amy Positicm 

Concur in Special Working Group recomnendation* 



Modify l^aoi».I(b) of tte 21 Angiait ivaft to nad m fi^Uowt 
*••« 6aeh oexooMBit wmy 1r<*1trM tgr eontxmotiiie oftleori laAivlAuBUy or 
Jointly ibr all «ef«QM mek of ^ oootzoetor, aaar bo onpropr&ato. Aogr 
•oeh ogreaocBt ohcRiId bo iaooxpontoA to toai^mUtB mmmt I9V0 ooatsooto 
or aado o yort of «bo eontxoet fllo to «m eofo of aoepttotod fLmB^9Ae» 
tvpe oontxneto, osd ofaoold grmm tbo oott Aftonlaatlona eovorod ttwMiby 
tlooaeMrt tbe pcrfbnnaee of tike roSjatod oootxoet* Ihe oboooeo of wndh on 
oftvasee agroesient oa taay oloiMnt of coot vlll aot^ to lto«lf » oervo to Mke 
tliat oleDoxt either olloaiBblo or unollowtWo. Bowevor, tbe aoturo of eortaln 
eoetfl la au^ tint odvaaeo asreoMsita ore oeaaUy oooeotlal. Bmoo oro: 
(1) px«-eoiitraet eoata (ASFR l$»eot^.2(dd})| 
(U) royaltlBB (JUSPR X^-ao^^.a (jj))) 

(111) tmval oo8to« oa relatod to apodal or aaaa poxoooiMiL 
wvmeat (ASFIt <os)(9»; 
ExBostL^ of otbera far vbleh aueh aerecnnta are nftTTwTly ivproffriato, ttaou^ 
not OBaeotlBl, are: 

(iv) uae etaareea fbr fUUy 4e9rwl<Ktod aaaeU (ASPS l^acA.S (l)(6)}i 
(y) eoBponaattnn lOr yonoaaX oorttooa {iSm 1^20k*2 (f ))| 
(^) defaxvad Mlst«iaiieo eoata (ASSB iyaoi».8 (tHl}(ii))l 
(^) reoeaxeb ood 4ovKl09a»nt eoata (ASPS l$^.e aad 
{yill) wtmng and dtotdbotSoii ooata (ASPB l$-ao>»*2 (kk)(2))*" 



COST PRIHCIPLES 



Draft M of gl AttgUBt 19$g 

Encourages contractors and contracting «^i«f".*^SSJS8. ' 
«lranS Wltems of cost irtdch f r«jusntly '"^^J* f^'^JSS^' 
^as comnensation for P^rBmB\ B^^B,6^^ ^i!^ 
TOstB, preJontract costs, research and denrelop«cnt costs, 
royalties and selling costs. 

Industry 

Sorne industrv^ groups object to this provision since "^^o^ 
t^e it^s 2Tthe LntJoversial and act.^al costs cannot be kno«n 
prior to the placeroent of contracts. 

Specie! Workint; ftroup R ecoTtmendatlon 

T^,^nr^«l^» to clearly indicate that «the absence of 
CJianpe this principxe cie*ixi.y <+ooif serve 

though not essential." 

Recongnended Anay Position 

Concur vith the Special Working Group recomendatlon. 



2^3/58 

1^2C^,i IJjTting of Co»ts « 

(a) MvertiftlBg Coirt<» 

(1) Aftwrtlsing costs iBtiLnte tte soft of aftrarttiiiig Mdla 
and ooxtillazy sftalnlgtgKtliy ooirte* Aftvertislag witftln tedttte ■Baptlnwi^ 
aamnwexB i wdlo ud tilcvltlQn yrognmi, ttvaet sail, teade japeiiv, •uMoor 
•ftvertialng, daalsr csrftt nd niadaw AS^pitjs, eonvantloBS, «dtil>itSf firee 
03ods aaft wmfiM, toA taSm IXUaAmn* ttc foUowlag •ftvntUias aosts are 
•UovBlaLat 

<l) AftvvrUalne la tnOe and tacl«1i-a1 |Dmiala« 

wpviaea aueh advwtlslng ft>aa aot effor lyaelfie 
yrodQcta or aervlees ft>r aale Init ia i^Laead in 
Jmmals idiicb are Enable Itr tbe dleafmtiietloa 
of tarhnlrwl iofbxaation idtMn tbe ooo^«etor*a 

(ii) belp vantad advertlatng^ aa fbrtb la (gg) baiov^ 
vtim eoBsidered la aooj^aaetiaa yith all otbar 
reerultoAxt eoata* 

(ill) eoffte of partiel^titti in eotilMta q^oosored "by 

tbe CtoivenxMst fbr the pwepoae of AeveaLog^ag aHltaxy 
aspUtttloai of pirodueta* 



/ (iv) advertiaiog r^tiag to aceoopliahaesxt of tbe 
eosztaflBct ai eglon for 1Sb» juxpMO of eibtaloiae 
a^xee aBterlala or ^^pxLjamA, or dlapoalag of 
aexep or auxyXua aatartala. 

(2) & ooonactloQ ttda iOjmmA, agpaelal mz« Boat be 
exercised In detemining reasoaalblaaeea. aeaaoBiableness oen be datazBdaed by 
an aaolyeie of slgilficent deviatloQe la aeope txaa past advertialag prognaa; 
tbe presence or aSweaea of ooBspetlti've raatniats* 

($) Baeept aa provided la (lii) atad (!▼) ibova^ all aAvaztialag 
iftddi offers paeodoeta &r sala la walloaeUU. 



COST PRIHCIPLES 



Draft ae of gl Augast 19$8 

llnallciiable ncept for •dvertlsing In trade and tachnleal 
Journals and "help wanted" advertising* 



Industry 

tnstitational^ product and special advertising is a legitimate 
and necessary oost of dteing business and should be allowed subject 
to the test of reasonableness and allocability* 



Special Working Oroup Recowmendation 

To liberalise the advertising principle to include the cost of 
exhibits sponsored by the govemnait as well as advertising for 
scarce loateriels or disposing of scrap or surplus materials* 



RecoT^iF^ded Amy Position 

C<xicur with the Special Working Oroup recommendation, eoccept 
that the cost of participation in exhibits sponsored by the govern- 
mont should be allowable only if incrmred pursuant to a Department 
of Defense invitation for such pa)rticipation# 



V>/3f9» 

euWKlBUglPIB lap gWKfJPMB 



9vwtS«» Of ^ M«i««tnr to fto 
9t iae& <O B i trtt tf t tPiii^ 

eeBtzfibufeteb nt to Moettta.* tat 
^ds taetHmm does aot^ to t«t«Ut JnstlQr 



MttBMlSy to Indlii* to 1b» 



-a- 




,6^ 



■ J 

/ 



1 



••■<--. 



COST FBDf CIPIiBS 
CKIMTHIBPTICIIS AMD POWATKMB 
Prtft as of 21 Aiigi»t l^SB 

Indostry 

The Baking of eontrlbQtioa:i8 is •sasntlal to the conduct ot 
business «id the failure to do so adversely affects the contractor's 
standing in the comunitj nd hence his enqp>lo7ee relations# Seme 
cc^tributions aid in the derelopnent of tcK^nical edueatlcm and 
scientific research* Support of charitable^ scientific end sduca* 
tional institutions is a norewl cost of doing business and recognieed 
as such f or tsac purposes* 



Special Working Group Recagmendatian 

To allow the cost of reasonable contributions to estabUdied 
non-profit charitable organisatlcns of a ccBminity I^P^* 



HecoPBaCTded Amy Position 

nonconcur in the recomendaticn of the Special Working (hEtrap 
siiK^ contributions are not obligatory upon a contractor but are 
voluntary expenditures not necessary for perfomance of gotremment 
contracts* The allovanoe of contributions snd Auiations vould put 
contractors in the position of being able to give amgr the taxpagners 




- ■ tilHWtSf W WBHSOXOOB 

^4. faUnt of tab» Caafte>ctMf»a awo i ^wU 

of wctgttct <ail titoa lato <anrtto«t1<>B to iht fiadag of ^ 
amnt of Ite fte or yndOLt** 



OOBT PBZH0XFLB8 



IWTgMgf 



Unit ag Af a togjgt 19SB 



Indttstry 

Iha cost of soney for vh&tevor purpose and hovtfrer arLdoneed is 
an assential cost of doing business^ eoramment w eomarcial^ and 
therefore ahoiild be alloired. Olherviae ccameixial basinesa would be 
req;uired to bear the cost of financing goy e r u aM mt vork« 



Special Vorking Qreup RecoaaPiepdatiGn 

To remain unallowable^ except to add a atatemnt in Section in 
of the ASPR to indicate that the «ctent of a contractors total in^ 
"vestnent in the performance of the contract will be tidcn into 
ccmsideration in the fixing of the nount of fee or profit to proride 
consistency in ASPR vith the B0fU2a% withholding policy^ 



RecoBigended Arwy Position 

Concur in the recomendation of the %>ecial Working (ftrtmp« 



VtAffS HBCOtilVMIc^XCaf eossB 



(ee) Wlaat Meoamnixm Coa*»» mast wtaaantnim eosta «• 41nM 

cfiiiiiiiniiaiiwit of tbe mllitaxy •o ntw te i fldr wmt «b& tear wiin^tudi 
Btooavemion eosts km nnranlly wdloaribiU CBM^t fbr tte «Mt of imyf&Bg 
Oowxmeot jfsopearty «Bd tbe ygtontt loo «r nbablLitatSaa <o«ts «suMd tgr 

■/MH.Irtnfll eosts nay ellowsd to tte caeUnt antuaUy agreed lyan* 
1ib8nev«r wodx eosts ere etvn ccawldewrttett^ eere iteilld be e a erc l eefl to avolA 
diip71r»it1an timwgb eaXowoaee m eotttiocsoaelee, m eAftltiflaal pxeflt or fee« 
or in other eoBtzeerte* 
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XalloiMip of Mr 15 0«ioM Mtla« on tte «<m^ prL2:«ii3l««» w« am 
ia eownl a(re«B«st thai tlui prlaoipUa aa proaaitU/ dravn ara 
b&alaalljr souadU Hofwavar^ baaa4 on the isdwtiy praMntailon*, m« 
tMak il>tr« 1« s naad for f urtbar aosatdantiaa aai. probabla aJiaB^t^ 
ift aea» ^stm^ <rf tli* prasaot iraatsMOi oX sppU«AhUitjr» advasM 
«a(farsUa4lBg«» 6dNrarU4lB<^ e«i>i«ibiiiiMr» rMaarah as4 darctopaaaby: < 
«a« plaat raaomraraioo, M ar« ia itaa pmaaa at iavalopii^ »•« 
-^laagaact Itt: tte.abot<a.araa**\ : 

\; ,Owr a#rti«c'o« ite^raaaaraii 'asMl 4a»aUfMfc. prlwipl*- «sii#-^^^ 
parUaalarl/ aseearagittsii ^ m namixUXlar, a bm prigmliOm^fMklk -r'-- 
\aXL aXiadaaU «8tira2r ^ tirlaw <iafiBlilo.^ of th» aavarftl klads ' v 
of raaaar«ii. Va wttU tim^ smUm that toy typa ©f y aa a arah and 
dawlopMi kiiiah U diCMtly raXaia4 t« » ao^i;n«V pvoAiai Um v 
mU b« raavwfad AOlr tar • •onirMtor W i-^ axUnt thaV t« par^Mam . 
auak p radaaU ^ m «««aarQk and datalajMi est r«Uta4 ia 4 pradott ^ 
liM MaU Iw charsBi as att,«varlwa4 ita* to anr i]rp« af aaatract^: ? 
2V fallM fratt Ui» alMwa» U«t aoy raacamr or diavalotaask axpaaa* ix7 
jjMorraA; V * eofltraatar^ i*iak is diraatly raUta*^ s proihwt ; 
wiiiali «• ara JMli bofiac^ iiavld bs bam* bgr tba eoiitnetiw>* Mita i ? ; 
raapaat WJUtt not ralaiarf to s aontnat product vtU l»41aatiii^^ 

BaUK>d» of oaairoi ovor aaato* aoali a* raviav of iadividual ahoopios . v 
IlHry « pareaatacs afaars aryaa&aaaaty * saxi&m dollar lialtotioa^ 
ar a KahiasiioR that* aatootft* ya faa]: atrot^I; tltat aa ataadard : - 
paroaatoia aaa to praaarlM^ ^ Sapai^mU also a^raa ttot to ^ 
ahaat4 PVtolila a <roordlTWta4 oaiM at arriving at oar •Muura'* of a v 
«aBlrB«tor«a itooardi progvto*. tiiial&ttoi tha f orw ao« aaa4 for 
aaiifUaM:^ nttoa 019: tolt b(t toil* Ibr tola .^tiat 4aU»«l»tito» 

; Aa yaa raqaaata4'^ X ' kava ^aaaato^ ito 'ac^paoaatios pvlatipia idtllL' . 
t7adar aaavatary ^aXBtjrto^= Ba aaegaito ttot va magaito tto%» la tto ^ 



U w« c*m otily hop* U fostti on 
tlHi aii^-«if«*UM or oariMOBoUL* •iivftUoo* aiaoo this is trtw, ho 
mcctot* itet M \vr to iaJoo% fl«M fUw o# thio oppreooh Isto e«f 
coo^ pflBiiplo to roUovo oar poopiLo of « dif ilotdi uok. Thlr 
•ppyofton iiovld olao holp to oIoM a poooihio oponlat f or hootilo 
ojlti«» la ^poolllo oitwtioM involTiiic prefiVilMrlBC jUm^ SwvUrf 
MtoZntyro indiootod thot bo m of f oriAf this appcoMli «o o aaggootioa 
ool/y Mi Iio vUl not prtoo f or its tdoptioa if no ••a ne% otally 
ooooaasdot* it* X aoit fool that tho Mgcootios M «tfit» and X « ^ 
ooMovnod oal/ thfti wo do aet rororto th* Uolo oppmA W tha ontira 
•0% of ooot priaoipLoo^ WO «m ondootor ta diaXt: loasooco ta Moa»*» 
nsdtta SoontovT K«oXatno»(i-WMootioa,;:^;^j3 

X «a ottaohlag a «opr of iiim %rmvij^^^ i3»i 1$ Oetokor twotiiic 
toctthor idtH o oop/ of tha Utoot Zadtutty iooKoaU tddolmo rvo^tod 
thio artonooiu X havo bo«a iaf onMd tiiai tha Maohlaiix and iOllod i 
ffadasta Xaotltuu idll tutaii ooporota ■wwonta lator thit Kook» v ^ 



dtaff Qlira«tor» ASPS DiH^oiai 
Offloaof 



0- ^" '.Vi'' V-' '^''.C'-> '■' ■ • •^■"■f " V * - .'.'-^'>. 'i : 1." ..■'* *' ■ l'-^-^ ^•''■"j-* ■^•!^'-^>v*'-''^ 
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vasoRmm poe MR, KcNm 



Z aa attaching a status report of oar 
progreaa OB S^tioa 17 together with a eopj 
of th» latest indnstrr eoBnents ndiieh just 
la. Smeet LMthes is going to seo on 
Iharsdajr with respoct to ths indnstzr eoeoMits 
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OFFICE OF THE A^SIStANt SECRETARY OF DEFENSE 

WASHINGTON 2StO.C. ^ 
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SUPPLY AND LOQIflmeS - V . 



MEHCBAMDUM FOR THE ASSISTANT SECRETARY OF DEFENSE (S&L) 
SUBJECT: Status Report on Contract Cost Principles ^ 

/ I have had tm meetings ndth Departmental representatives as a 
follow-up of our 15 October meeting on the cost principles^ We are 
in general agreement that the principles as presently drarai az^ 
basically sounds However, based on the industry presentations, we 
think there is a need for further consideration and probable change, 
in seme degree, of the present treatment of applicability,' advance 

; understandings, advertising, contributions, research and development, . 
and plant reconversion*: We are in the process of developing neir 

..language in the above areas^:":. ; 

Our meeting on the research and developaent principle was ^^^^^^^ r 
particularly encouraging* We are now drafting a new principle which v 
will eliminate entirely the various definitions of the several kinds 
of research; We would; simply provide that any type of research and 
development idiich is directly related to a contract product line 
would be recovered fully by a contractor to the extent that we purchase 
such products* All research and development; not related to a product 
line would be charged as an overhead item' to any type of contracts 

yit follows from the above, that any research or develop&ent e^ense 

/ incurred by a contractor i: which is directly related to a product 
which we are not buying^ would 1>a borne by the contractor* With 
respect to R&D not related tp a contract product line, we will indicate 
methods of control over costs^ such as review of individual shopping 
lists, a percentage share arrangement, a maximum dollar limitation, 
or a. ccmbination of these methods*. We feel strongly that no standard. . 
percentage can be prescribed* The Departments also agree that we 

V should provide a coordinated method of arriving at our "share" of a 
contractor' s research programs We think that the forum now used for 

1^' ne^)tiated^overhead rates may well be used fbr this Joint detexmination^ 

As you requested, I have discussed the ccMpensatioh principle with 
Under Secretary Kaclntyre*^ He suggests, that we recognize that, in the 



adndnistrative review of compensation, we can only hope to focus on 
the out-of-line or unreasonable situation* Since this is true, he 
suggests that we try to inject some flavor of this approach into our 
cost principle to relieve our people of a difficialt task* This 
approach would also help to close a possible opening for hostile 
critics in specific situations involving profit-sharing plans • Secretary 
Maclntyre indicated that he was offering this approach as a suggestion 
only, and he will not press for its adoption if we can not easily 
accommodate it* I now feel that the suggestion has merit, and I am 
concerned only that we do not reverse the basic approach to* the entire 
set of cost principles. We will endeavor to draft language to acccmi» 
modate Secretary Maclntyre » s suggestion. 

I am attaching a copy of the transcript of the 15 October meeting 
together with a copy of the latest Industry comments which we received 
this afternoon* I have been informed that the Machinery and Allied 
Products Institute will sulmiit separate comments later this week* 
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I haTe ecntlmied to meet regularly vlth Departmental repreeezxtatlyee 
on both the laain body of cost principles and the research and development 
principle^ With respect to the latter^ I can now report substantial 
agreements I am attaching a draft of this principle irtdch is currently 
being circulated for final comments, I esqpect that our recommendatioa 
to you ulU be substantially as indicated in the attached draft*. Ton will 
note that we have adopted the latest industry proposal^ idiich was submitted . 
in Mr# leathern* s letter of November 7, 1958> almost word for wonU Ve have^^^^ 
however^ added our safeguard in paragnq^h 8 of the attached drafts Our 
committee is flxmly and tmanijiiously of the view that this approach is the 
only practical one^ 

Ve have finished our review of the industry com&ents with respect to 
particular items of cost« We will recommend a change in the title of the 
section (to Contract Cost Pxlndples and Procedures) • Additioxially^ we have 
agreed on a revision of the treatment of advanced understandings^ rentals 
and plant reconversions costs. We will present a revised proposal on 
advertising costs^ compensation and contributions and donations^ although 
our recomendations in these latter three cases will not be unanimous* 

. Vie are currently working on a revision of the applicability section. As 
indicated by the industry ccomentSy this section holds the kqy to the entdLre 
package* Iher^ is developing within tha Departments^ particularly in the 
Navy and Air Force^ a basic fear that we may be trying to go too far in making 
our' cost prinelples applicable in the fixed-price area* I am told that these 
sentiments have at least some backing at the Secretarial level* The Amy 
position is not clear at the moment, although there is agreement with the 
Navy and Air Force t hinking at the Aimy staff level* Ve will meet again on 
Thursday of this week to endeavor to draft a revision of the applicability 
section T*ich will have the effect of lessening the impact of the cost 
principles in the fixed-price area, but which, on the other hand, will not 
leave a void in this area as currently exists* I do not intend to let this 
disagreottent on applicability drag on; however, I think that we owe it to 
Industry to seriously reconsider our previous position in this most basic 
portion of the cost principles* 
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It is aqr hope that ve can provide you and the other Materiel 
Secretaries vLth a specific proposal for jwxr fturther consideration by^ the 
end of neoct veek* 



1 Ind 
Draft dtd 1 Dee 58 



VJcdr, SC, USH ^ 
Staff. Director, ASFR DirLsion 
Office of Frocurenent Policy 




t: 




V<y •••• 







J^:- Secretary.. 




■ !-,'"Sr-l'*' .* % ■'7j * 




^v:'^Kii•ij|^ trmiiiim twLm thai^ both eotts- 

''^ ^miXji$^.9^miK^- \M finmuf tdi th«:' mm tUBdupA; mow- ' - : . 



€Bia«U# proper M ft^ wti«ir of^j;«r» thMrx***^ "V* 4r» noi^ hoM«Tt7| 
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V FBorossa^KKreunoBS absxtbabxix ucujqb cxbzazx nobml OS issmium 

: iMQOMQCimTtOV^ TRi aOVZ811iaST«8 PROPOSALS AT AREAS CT 

JSmCtlCAi. AHft^P^^ .OBJOSt^^c.:- . j;: ;J:::.^-: iJK^^ 



^0#ipit# th0 iiiiMr» inatruAtioitii in this dnft , that^ cMt^ tliAlX; l# 
L ^ r: ^ MM £Utov Of ptlediig^ tlw drait rttwlly Mqadmir that lUli^ 



thi. «it((«««^>, IhttVy,. «iiB)» «ottt «m nflv«r b* «m»td«^ 



- ■ ■ • i;A!^^mi^^. 





AmzoABzsnf 





, . _ , rp«tN£%?^?m«?i 






of all iBdattiyf* obj««Uein to applTlnc thi»^ 






Memo for Cdr J. Mi Mftlloy, OASD (SM.), Subject t CaapreheMlve Coat 
Plflncipl«t>; 4td> Dec 58 (Con* 

and rtioalA Dc adhered to, vlth * apeclf ic caycat againat "foinula 
pricing" of such contracta* In thia respect, it appeara adriaable^ 
to include ia aection TT acne of tbB language of Sectioa^IH Part 8, 
aa cited in paragraph 6 above, nhidi vill allay induatry*» feara of 
"Tbrnola pricing^* 

d. it most, despite the foregoing, malce elec^: that in pricing 
incentire and redeterminable type contracta, the» nill perforce be 
greater veigbt placed on coat eonaiderations than ia neceaaaxy in the 
other fixed-price ignP^t of con'taracta* 

e» It may be more practicable to bree^ out alT of the fore- 
going except a. aa a separate short Fart in Section X7, vith a cross* 
reference thereto in the Fart 2 "AppUcability" section* Xhis viU 
clearly form a H"* of demarcation, and at the.saae tiaa vill enable 
us to eatabliah true "prineiplea* for the fixed-price -variety of contracta. 

. 9* As yott hare undoubtedly obaemred^ the idea* expreaaed herein ^ v 
do not^ repreaent too radiieei a departure frca the current concept. 
Yet, I feel they go a long vay towards accoDaaodating vhat I cc«aider - 
to be a ftuadaaentally aound induatry poaition on. applicabili^rv At 
the aasM; tine, ve vill not hanre placed ouraelyea in an in d efens ible^' 
poaition id,th, reapeet to the OeneraL Accounting Office.^;:' 

; 10* I aa fumiahing cppiea of this' paper to the'^other repreaentattrea 
oii: our voicing group in the expectation that it may b^ possible, at> 
our meeting this afternoon, to draft some ifpecific recooBendations 
for language along these lines to go in Section X7* Tow vilL recall 
that I have generally adhered to the feelings expreaaed by the departmental 
repreaentatiTea at our laat meeting*. 

0. 44 VBCCHIBITI ' ' 



cct Lt» Col^^^T^ (Anay) ; 
Mr*: E... Jonee (Savy). 
Mr* Kenneth mgore (08D) 




Memo f or Cdr J# M» UBlXoy, QASDCSSbL)^ Subject: CoacprebensiYe Coet 
Principle^ 4t4 k Dec 58 (Cont'd). . . 

^idutix i^^ogx^ tble fact# Mr# Leathern ttated, at the 13 October 
1958 oe^lsgt don%thizsk any of ixa in Indoatry vlll argue on coat- 
reifliburaeaent tgnp^ contracta nor on lucentlTe type contracta or price 
redetermination type contracta^ in nhich froa the outaet ve hare accepted 
coata aa a pricing technique, but object vezy strenuoualy to being 
aubjected to coat detezi&inationa vhen ve did not accept thia type of 
detexttination in eatabliahing the price ftrcB the outaet of the contract* ^ 

d# Ihere can (and should) be included in the principlea a 
direct careat againat *fosmla pricing"* In thoae caaea (in fized-^ 
price type contracta) vhere coat eatimatea.are a factor, primary 
concern ia vith the level of eatlioated coata and secondary concern 
vith the types of coata i n c l u de d in estlmatea#- Thia ia especially 
true in areaa of proactive pricing, vhere coata; eatlmatea are not 
the aole detexminant for pricings The Ooremmeikt'' should provide the 
beat incentive to efficiency be negotiating pricea vfaich vilX encourage 
contractora to control coata*^. 

7# Bone of the fdree^ing ia intended to- convey^tha thou|^ that '^z 
: our people should not - lAere cost, aaalyaia ia required in negotiating a 
fized-prica type contract - utilize the coat principlea aa an aid in > . 
their evaluation of the^ contractor* a prppoaal^ Z feel that, va are- on 
baaically aound grounda in. the concept underlying- '^^propoaed ccnEprehenaiva 
aet, but that have bees too caotioua in cur tezminology (to avoid 
giving tha^ iiapreaaion of CGsqpleta abandonnettt of our right to q;ueation 
certain:; coata), particularly in our zealouaneaa to retain the "^cqoprehenaive* 
concept*' : 

8» To get more- specific aa to the contenta and. coo^oaitlon of 
the ''Applicability'* section, the foUoving observatlona are submitted 
for consideration by our vorking gr^^ 

a; It should state^ dearly that thei principlea are- mandatorily . 
applicable to, and ahould be incozporated by reference- in, coat«^ 
reinburaement type contracta (thia includea tezminatlona of such contracta)*. 

: b*. It should state apecifically that^ foxmaliy advertiaed 
contxaat^ara.not subject to the principlea (tezaiinationa vill be subjects 
to the spvUcable principlea aei forth in 

'■r-'^^y It should state that, aa to the fized^price type of 
contraeta^ the proviaiona of ASBL Section m, Bart 8 are governing 



Memo for Cdr J« }L IfaHoy, OASD (S&L), Subjeet: CcmprebenslTe Cost 
Frloelplt*! dtd ii- Dee 5d (Cent '.d) . - - - 

effeetlTtnesft of tbe methods of price eDalysls outlined In ASPH 3-do8.2 
tbe Moast of tbe propoeed eozitraet> eod the cost and time needed * 
to aeeumal*t» the Infonaatlca neoesaaxy for anaOytls* When cost 
aaalyela Is undertaken, the contraeting off leer most exercise 
Judgnent in detexnlnlng the extent of the analysis*" (ihe btOaziee 
Is 3-308.3 Is too lengthy to incorporate herein* It Is hovererj 
highly significant In eOnsldexlng the problem at hand, setting 
forth as It does conprehenslre treatment on the use of cost 
analysis*) 

3-8o8*6 "When purchases of standard commerelfla or 
modified standard ecomiezelal Items are to be made ftcn sole source 
suppliers, use of the technlqiies of price and cost analysis msy 
not alvays be possible* In such Instances** . .the contractor* s 

price lists should be examined* * * .and negotiations conducted 

on the basis of the "best user,""most farored cust<aer" or similar 
practice eustomarlly. followed by. the contractor*'^ 

b* In Implementtng ASEB Section in Part d; the Am eontalns^i 
the follovlng pertinent provisions^ 

3-808.1 "Under fized-priee^ type contraets. Including 
redeteznlnable tTpes, prices are- to be negotlated> not s^axmte 
elements of cost plus prof it* In many cases, - a breakdoim of price 
Iste cost and profit elements will be useful in the process: of. 
analysis, cyaluation, and negotiation of proposed prices*- A 
negotiated price Is the basis for pagraent to a contractor under 
fixed-price type contracts; aUonable costs are the basis for 
reimbursement under cost-reimbursement, contracts*" 

3-809(a)(2y "Auditors do not re^cnmeisd 'disallowance* 
of costs under fixed«>price type contracts as they do under cost<^ 
reimbursement type contracts because- costs are not relndTursed, 
prices are paid* Therefore, anditors •question* costs in adrisoxy 
reports* 'She contracting officer^ is negotiating price, vill. 
take such questioned costs into consideration, eiercising jud^uent 
in this area and girlng due regard to the fact that prices, not 
eostis,: axe finally negotiated**? 

. e* Bie use of cost principles in the fixed price area need not 
be abandoned or lost, it need only be put more sharply into proper 
perspectiTe, consistent with the abore cited and AFPI provisions* 




Memo for Cdr J. M. MaUosr^ QASD (S&L), Subjeett Cognprebenslre Cost 
FriBttlplat^ dtd Dee 5d (Cont'd) 

at the a«M time preserrixig the Oorernment't ability to price effeotiTely 
lt» f Ized-prlee type of eontraots^ Incliifllng the cooaideTatlon of eoat 
data in areas vbere this is essential, eg., ineentive and redetexninable 
contracts*:. 

6* In support of revision of the "j^Ueabill^ section as 
stated above, the following points are offered: 

a. It is in lEceping with the basic premises of ASPS Section ttj 
Part 8, "Price Negotiation Techniques," trooL which the following 
pertinent excerpts are listeds 

3-807(a) "When products are sold in the open ma^et, 
costs are hot necessarily the controlling factor in establishing 
a particular seller's price. Similarly, where coag)etitlon may 
be ineffective or lacking, estimated costs plus estimated profit 
are not the only pricing criteria....* !Ehe objective of the 
contracting officer shall be to negotiate fair and reasonable 
prices in which due weight is given to all relewairt ftetors. 
including those la ASIB 3-lOU" , 4 

3*607 (b) "While the pubUc interest refoires that 
excessive profits be- avoided, the contracting officer wh v^J^ ' 
not become so pre-occupied with partlenlur eleaehts of « 
contractor's estimate of cost and profits that the most Important 
consideration, the total price itself, is distort^ or diminished 
in its significance*" 

• 3-8OT(c> "a fair and reasonsible profit cannot be 

by slnvly applying a certain predeteznlned percentage to the 
cost estimate or selling, price- of a product." 

3-808.2 (c) "Roufi^i yardsticks may be developed.... to 
point up apparent gross Inconsistenolea which should be subjected 
' to additional pricing techniques^ including cost analysis* Such ' 
yardsticks should be considered as an indispensiAle adjunct to 
cost snalysls, since a study of a slngU offeror's estimated 
costs; in sole source situations will not indicate whether the 
proposed price is fair and reasonable in camarison with, other 
pvo^nets' of the 8Sme.klnd»f - — . 



3-808.3 (a) "She need for cost analysis depends on the 
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MEMOBiunwit JOR ccat^^ 

SUBJECT^ ;Ccoq?wiieiuilTe;Cp«t m ' 'fvv y; - 

1# t Thli^iis In witt^your jreq]^^ a* bur: meetly I 

2 DeccaOser 1958j|.tha* I^f^^ • iirlttett;^regume; oa thinking/ ' ' 

on the J'ApplIcabll^ th* iubJccVprinclplee^ sure - 

yon ea^ «Bpreelat# the ftot tliatr^^ dai» to^ tlu^ 

for preparation^, these thoughtii^ are^ fte^ froo: heisg In^ finished foni4^\^S;x v 
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OFFICE OF THE ASSISTANT SECReTARY OF DEFENSE 
WASHINGTON 29. O. C. 



SUm,Y ANO LOOISTtOR^^ 



10 Bbveniber 19^ 



MBORASDaM FOR IBE j^SSISIASe SBCBEEABX OT 



(SQEBUr ABD LOQISSICS) 



SOBJBCZ: AllovabUlty of", SXttttt-Shariag Plans Vaier Current Mr Foorce 
■■■ ■■■ CoBtrsetS' 



' . The Air Fotree haa again raised thi» probIe% ty telephone iaccalry' 
ftroB Mbx Golden> of the action tdilch sbotild lie taken/vlth. respeot to 
tbe allomMli-lgr of proflt-sfaarlsg plans .laadar ctcrrent contraets* X 
tmdsr stand: that the great aajorlty of Air ?oree contractors are refasing; 
to negotiate final prices under Incentive and price redetemlnahle eo»* 
tracts la ylev of the prohablll-t^ of an lianlnent change In Air ForeeH 
polic^E. vi'UI respect to the allovablli-^ of profit-sharing plans* IQie '^; 
Air Itoee i» desirons of hreeking tbis staleaate and is aakit^ fior our 
acqrcdescenjee to a- change lit Air Force policy TOuI&^recognina v^j 
. these: espensea as:- allovahle*'." -.■X^^ '^^Vv'vij 



/ 



' > As Tcnt recall^ there is x» speclfle guldaneis lii ther ASFB nov idtbv. :^ 
reapeet te profiti>8harlng as it apj^es^ to fixed price <»ixtraots^k AI4>. 
' j^mtpx /pr otL^ is not^^aytloned specific all y^; the presen t Seetl«iJi' 

^ pg^fl^gr iTLtai yjgpaft-fa: to GPCT eonfara gts deals vLth the over-gtrTgSon» -- 

jgqq^nsatioa# The Amor and, BRvy hanre alvays.treated profit* 
' shaving a* aportfoB of oveip-all^^ eoaqpensatipB^^v oSiere iff no exLstii^I^r-^ 
regulation, firoa our office ^l6slLQk ^nft^lA^^^ 

ing its' OTO pcli^: so a» to recocpxLze p m aa allovaUe 

cost*^ ]BEo«s?er;vZ heUevojE^^ jov^ had prevldu^ IndLcalMdvthat . the^' ^ r: : 
Air Foree flhould:,i»t change tlieir curr e nt 'policy until a final dedsioft 
:ia!;thia aBttei^ims'reaehed.'hy;N|r4i>. M8airoy«";t>'li;--' ■ -i'Kki 




^ It seeaa to ar that the Baintenaase of thet status qyo In. this - ; ' 
Isqportant: area aay veil inrolce s^ inibstaatiali, hardship on hoth the Aii;^ ^ 
Force and its contractors«r.v I; Icnbr of no sestiaiimt at the- present- tiaK >i 
that, wcCUt indicate; that th#:preseBt prellwtmry dedsipa: taken hy X ^ 
Mr^fMBSL^og^ changed*Lv zi^ yiev of this situation^ I recoonend ^ 

thati-s«aftiis# the Air Forc« that then vould he no ohjeotion fkoa tfalsc 
offtbe>ti"iw ohaage in the Air: Force ipolloy ihielt would treat profit* I ^ 
gharing^puiBe iUK a 07er-aU,..coB9ensatlon» subject of. course- ■ 

ta tha^cTer-allstest of reasoxahlei»Ss siaUar to that set forth in our>^ 
^latest.draftraT'the' caqprehensiye set.of :.op8t';'prinelples«v ■ 



/r j» M. MMaiorh- 
V car;, oar ' 

.: staff Director^ ASFB SlVlsloa. 
Qfflee of Rroc u reaant Baltoy/^; 
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MEMOEUM^ THE ASSISTANT SBDRETJiltr CF DEFEaBK (SOPEET AIJD LOGISTICS) 
SUBJBCTr Contract "Cost PrijQciples ' ^ ;v 



^ l«:- At^ your, direction^ I have held nu2nsrous Metiiigs^ 
• tives of ttie^M^ Departments and the Ajssistaxib SecretarsrJctf. Defense'.-: 

(Con?ptrbller); to consider the contract cost prijacipleaK li the^ light "of / 
^ ther^ strong protests^ which have been received from indnsti7?i5:i(^^ 
;:/,tiy€fe has: bieen t6 ;take a fresh look.^ at the entire jphilosc^^ underiLjlng 

V oim]past efforts^ to develop a so-called cbnqprehensive set tl 
r- principles^. Additionally,: we haTe reviewed^ tfie^indiv±<kfii;i^^ coste^^^ 
; and; ourc recommendations in this regard are> set :forth^ 

'-r:^Ak§^ Zi}. Separate^ meetings were held dn^tha research^ and^ deTOlopMj^ 
W principle with additional representatives of; the Military; Dep^ortmant^ ^ 
^and^this^ office 1*0 are concerned^ directly^ i^^ the Depairbnent^" ^ 
; research program^ J We have agreed- on a; substantial revisicm^vour^pj^^ 

V vioua[ldraft::of this principle and^this- new^- draft haa been senfetl^; the. ' 
^- -nriOM k^^ Secretaries f pr ah eaqpressioh, of ^liieir -viewar^ 

: A^ a rerlsip^ of certali pbrtionav (mT 

J th^ cost^ principles^^ ^These changes • are summarized as^ f 61l6w»^* ^ :! V : : I ' 

>^ { , ' 5^ Changed to ■Contract Cbst^ Prirciples ; aiKl>^- : ;V 

Thia^ change is- made^to counter th^ iidustry^ ; 
: i*^^ cladipt that.we have^ included procediiral- and instoructlonal :: ^ 

^type material 

;the detaili which isf iicluded is^ the miniimim necessary for v 
•^proper; administration^ :-'^-fi}K^^^^^" i'*\.^,.r-^v.::.'-'-'|'-^ 




-■■-V <^'"-l^ 



Understand^ . TbdLs^i^^ ' has been changed: ta-k:-:^ 

^i^^ of such ; an advances agree^r:;;. - 

^ / ^7 element of Vqost idJLl/ nb^ in its elf i seirvetto^ ^ ^ ^^^^ 

' J«ke- that element eitheaS allowabletf or xinallowaJDlef^^ 

j " : V we have segregat^^^ the iten^ advance undeit^:^^'^ '" 

■r standings are "normallj^ ; e^sential"^ f rcmr those^ ^rfiere agreemsntir^ 

r\ ajw "normally appropriate* ■ j/V" 'i;;^^ 



D irect Costliig_> We recommend certain technical changes 
in this principle to take care of a concept which was 
inadvertently omitted and to avoid duplication of charges 
under certain circumstances • 

D# Advertisings This principle has been liberalized somewhat 
to includetiie cost of exhibits sponsored by the Government 
as well as advertising for scarce materials or disposing 
of scrap or surplus materials • 

Contributions ani Donations ♦ We have made a substantive 
change in this principle £o"allow the costs of reasonable 
contributions to established nonprofit charitable organiza- 
tions • It is our feeling that industry f\xlly substantiated 
this type of cost as an unavoidable expense. We do not 
believe that we have opened "Pandora^s box* and, further, 
we feel that no insurmountable problems of .administration 
will be encounter ed« 

The Air Foz^ce representative does not concur in the 
above recommendation feeling that, as proposed, this 
principle would open the door to further demands by 
iixiastry, as well as lead to abuses and cooiplex administra- 
tive problems # 

Interests While we recommend that interest costs remain 
unallowable, we propose an addition to ASFR 3->808#U to 
indicate that the extent of a contractor's total investment 
in the performance of the contract will be taken into 
consideration in the fixing of the amount of the fee or 
profit* 

G* Plant Reconversion Costs* This principle has been 

liberalized to allow additional costs by mutual agreement 
where equity so dictates in special cinumstances* 

Rental Costs* This principle has been liberalized to 
include "market, conditions in the area* as a test of 
reasonableness of rental costs # 

1(* Z am attaching as Tab B, a suggested revision of the compensation 
principle* The objective of this revision is to recognize that in the 
detemdLnation of the reasonableness of total condensation, contracting 
officers, as a practical matter, can only cope with the unreasojiable or 
out of line situation* Since this is true, it is felt that we sho\ild 
inject some flavor of this approach into our cost principle to assist 
contracting officers in an extremely difficult area of contract^ adminis- 
tration. The substance of this revision is currently contained in 
paragraph (a) of the Air Force Procurement Instructions* 
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5» We have spent most of our time in reviewing our previous position 
•with respect to the Applicability section of the principles since it is 
the most controversial area both within the Department of Defense and 
with industry. In our review of industry coimnents, we have taken 
particular note of the strong protests lodged against the plication of 
detailed cost principles to contracts of the fixed-price type. I'fliile we 
never intended to utilize the cost principles as a detailed blueprint 
for the establishment of prices in the fixed-price area, we feel that 
industry is justified in their objections to our previous drafts in this 
regard. In addition to the industry protests, the Military Departments 
have expressed a strong desire that our regulations specifically recognize 
the pricing principles incorporated in ASPR Section III, Part 8, as the 
basic guidelines for the determination of fair and reasonable prices for 
fixed-price type contracts. This approach is in contradistinction to our 
previous draft ;diich, however artfully worded, gives Idie unmistakeable 
flavor of pricing by formula. Procurement personnel of all of the 
Departments are apprehensive lest contracting officers use the cost 
principles as a crutch to avoid criticism, to the detriment of our 
generally accepted pricing philosophy. They have maintained, as did 
industry, that this will be the inevitable result of our previous approach 
regardless of our intent to the contrary. 

Our overall analysis of the specific items of cost as now 
recommended is that they are fair and equitable for strict aOTlication to^ 
cost type contracts. In reviewing any of the specific items of cost, we 
are necessarily primarily concerned with respect to their allowability 
in the riskless cost type contract. We feel that we should be more 
conservative, more detailed, and more specific in this type of contract 
than in those of the fixed-price type. 

The need for cost analysis with respect to fixed-price type 
contracts varies in a broad spectrum. In the final pricing of incentive 
contracts, major reliance must be placed on costs. In redeterminable 
type contracts, we are generally looking ahead and, while cost analysis 
is an iii?)ortant factor in estabUshing fair ani reasonable prices, it 
mist be used judiciously and not slavishly. In firm fixed-price contracts, 
the use of cost analysis and the detail of its use varies on a broad 
scale. As we endeavor to fit a given set of cost principles, tailored 
as they must necessarily be to the cost-type contract, to these many and 
vailed pricing situations, we run the great danger of so inhibiting our 
extracting personnel that the inherent advantages of fixed-price contracts 
and our pricing techniques will be lost. ^^^^^ 

^We have previously been guided and influenced by the truism that 
•a cost is a cost regardless of the type of contract". We do not take 
issue with this generality; however, to give effect to this principle 
tends to result in a detailed evaluation of costs in most instances. This 
motivation for specificity in the evaluation of a price will ineviti,ly l^ad 
!nW°S^\f situations in which we need be conferSS 

only with the general level of estimated costs and secondarily with the 
types of costs included in the estimate, jr wxi« uae 



We have stated repeatedly in ASPR that the negotiation of a fair 
and reasonable price requires the exercise of good business Judgment. The 
exercise of this judgment requires flexibility in the negotiation process 
to concentrate on the major elements of a price. Negotiation implies and 
demands a give and take approach so as to arrive at a mutually acceptable 
fair and reasonable price* In this atmosphere of give and take (not 
adamant dictation by one party to the negotiation) it is essential that 
the Government negotiator be providisd with, .the flexibility to recognize 
the validity of a contractor's requests with respect to ai^ element of 
cost in return for a more advantageous concession by the contractor with 
respect to another element of the price • 

The observations set forth above are not new.^ They are the 
basic and inherent problems which have prevented an easy resolution to 
this question over the past few years. If the principles are issued 
with their applicability as set forth in the 21 August 1958 draft, we 
can look forward to continued and violent disagreement with industry. 
We can foresee future misunderstanding on the part of contracting officers 
as they endeavor to reconcile the applicability of the cost principles 
with the pricing techniques of ASFR Section IIIj Fart 8* We can expect 
pressure toward formula pricing emanating from, reviewing authorities such 
as the General Accounting Office. 

In many respects, ^-m find ourselves on the horns of a dilemma. 
Some members of the working group strongly advocated a complete separation, ' 
of all fixed-price type contracts from any tie-in with the cost principles. 
They would create a separate part in Section 17 to cover fixed-price type 
contracts in which the principles would not be used as a "guide" since 
previous experience in using the present Section XV, Part. 2, as. a guide in 
pricing fixed-price contracts had resulted in formula pricing. The 
majorityj however, while concurring in the concept of a separate part for 
fixed-price contracts, believes that since cost analysis is an in?)ortant 
factor in pricing many fixed-price contracts^ we need to state that the 
cost principles will be used "to provide general guidance" in the pricing 
of such contracts. While recognizing that even this latter tie-in to the 
principles runs the danger of some formula pricing, it is recommended here 
as a middle ground which offers the best accommodation of the many conflict- 
ing points of view \diich are involved. 

While we have redrafted the Applicability Section many times, 
we are- not able to present a fully coordinated new draft at the present 
time. Tab C, attached, appears to offer the most practical solution. 
It is furnished herewith to serve as the basis for future discussions of 
the basic policy questions underlying the resolution of this difficult 
problem. 



h 



- The representative of the Assistant Secretary of Defense (Comptroller^ 
does not concur with the views expressed herein. It is his view that to 



4.U ^ J. J. « 7 J. *^ 7 — J.O iijua View Tina^ z 

the extent costs are a factor in prxcing, they should be evaluated on a 
uniform basis regardless of the type of contract involved. He believes 
that the present proposal is inconsistent with the policy previously 
established after thorough consideration at the highest levels within the 
Department, and that the Applicability section contained in the 21 August 
1958 draft, with certain ndnor revisions, should be retained. 




r. M. MALLOT 
jCdr, SC,.USN 

'Staff Director, ASHl Division 



3 Incls 

1. Tab A 

2. Tab B 

3. Tab C 
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12/9/58 



TITLE OF SECnOH 

In order to avoid the charge that ASPR Sec ♦ 17 is not ••Cost Principles" 
as the present title liottld indicate^ m recommend that the title be changed 
to ••Contract Cost Principles and Procedures^**. 



jiPVANCE UNPglSTANDINGS 

Modify l5-20U#l(b) of the 21 August draft to read as followst 

•••••Such agreement may be initiated by contracting officers indiTidually or 
jointly for all defense wot* of the contractor, as may be appropriate* Any 
such agreement should be incorporated in cost-reimbursement type contracts 
or made a part' of the contract file in the case of negotiated fixed-price 
type contracts, and should govern the cost deteimihations covered thereby 
throughout the perfonnance of the related contract • The absence of such an 
advance agreement on any element of cost niU not, in itself, serve to make 
that element either allowable or unallowable* However, the nature of certain 
costs is such that advance agreements are nozmally essential* These arer 

(i) pre-contract costs (ASPR l5-20lt*2 (dd))i 
(iiV royalties ' (ASPR 15-20U.2 (jj)) J 
(iii) travel costs, as related to special or mass persoxmel 
movement (ASIB 15-20U*2 (ss)(5))j 

Examples of others for %rtiich such agreements are nozmally appropriate, though 
not essential, aret 

(±y) use charges for fully depreciated assets (ASPR 15-20U*2 (i)(6))5 

(vl compensation for personal services (ASPR l5-20lu2 (f))j 

(vi; deferred maintenance costs (ASPR 15-20U*2 (t)(l)(ii))t 

(vii) reseaz^h and development coists (ASPS 15-20U«2 (ii)(6))j and 

(tlii) selling and distribution costs (ASFR l5-20li«2 (kk)(2))««' 



DIRECT COSTHSQ 

In order to take ciare of a concept iMch'had been inadvertently omitted 
and to avoid duplication of charges under certain circumstances, ve recommend 
addition of. the following sentence at the end of 1^202(a)t 

l$-202(a) Addt 

••When items ordinarily chargeable as indirect costs btb charged to Government 
work as direct costs, the cost of like items applicable to other woric of the 
contractor must be eliminated from indirect costs allocated to Govenraent wozk**' 

• 

1 TAB 
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ADVERTISIMQ 

I5''20li»2 Llatlng of Costs ^ 

(a) AdTBrtlslng Co8tg> 

(1) Advertising costs Include the cost of advertising media 
and corollary^ administrative costs* Advertising media include magazines^ 
newspapers^ radio and television programs^ direct mail^ trade papers, outdoor 
advertising, dealer cards and window displays, conventions, exhibits, free 
goods and samples, and sales literature^ The following advertising costs are 
allowablet 

(i) J^ve^tising in trade and technical journals, 

provided such advertising does not offer specific 
products or services for sale but is placed in 
Journals lAich are valuable for the dissemination 
of technical information within the contractor' s 
industxT) and 

(ii) help wanted advertising, as set forth in (gg) below, 
idien considered in cotijunction with all other 
recruitment costs # 

(iii) costs of participation in eachibits sponsored by the 
Government for the purpose of developing militaxy . 
applications of products* 

(iv) advertising relating to accomplishment of the 
contract mission for the purpose of obtaining 
scarce materials or equipment, or disposing of 
scrap or surplus materials* 

(2) Except as provided in (iii) and (iv) above, all advertising 
which offers products for sale is unallowable* 



COMTRIBUTIOiaS AND PONATIOHS 

Reasonable contributions and donations to' established nonprofit charitable 
ogaaiaations are allowable provided they are expected of the contractor by the 
community and it can reasonably be eacpected that the prestige of the contractor 
in the community would suffer throtigh the lack of such contributions* 

The propriety of the amount of particular contributions and the aggregate 
thereof for each fiscal period must ordinarily be Judged in the light of the 
pattern of past contributions, particularly those made prior to the placing 
of Government contracts • The amount of each allowable contribution must be 
deductible for purposes of Federal income tax, but this condition does not, 
in itself, Justifir allowability as a contract cost* 
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lU'xmJSS^ OS BQEIRCWINGS /-'^ 

Proposal t Maintain unallowability of interest as a COST^ but revised profit 
policy appearing in ASPR 3-808 •!* bjr adding a new subparagraph (d) and 
relet tering the remaining subparagraphs • The inserted paragraph will read: 

wd* Extent of the Contractor's Investiient* /y ^/^^ c^ nC ipw'y^^ 

\ — • — • — (Jnni^fr^'^ Cr^^tcS) 

The extent of a contractor's total investment,, in the performance of 
the contract will be taken into consideration in the fixing of the amount of the 
fee or profit •'^ 



PLAlir HECO^ilvEhSIOW COSTS 

(cc) Plant Reconversion Costsy " Plant reconversion costs are those 
incTirred in the restoration or rehabilitation of the contractor's facilities 
to approximately the same condition existing iimaediately prior to the 
commencement of the military contract work, fair wear and tear excepted^ 
Reconversion costs are nomally unallowable except for the cost of removing 
Govexment propeirfcy and the restoration or rehabilitation costs caused by. 
such removal. However, in special circumstances where equity so dictates^ 
additional costs may be allowed to the extent mutually agreed upon* 
Whenever such costs are given consideration, care should be exercised to 
avoid duplication through allowance as contingencies, as additional profit or 
fee^ or in other contract s* 



REMTAL COSTS 

(hh) Rental Costs* (rncluding SfiJ.e and Leaseback of Taicillties)# 

Revise paragraph (1) of the principle to read as follows? 

(1) Rental costs of land, building, and equipment and other 
personal property are allowable if the rates are reasonable in light of 
such factors as market conditions in the area^ the type, life expectancy, 
condition, and value of the facilities leased, options available, and other 
provisions of the rental agreement*' '■ ilpplicatibh of these factors involves 
along with other consldera^ comparison of rental costs with costs which 
would be allocable if the facilities were owned by the contractor* 
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COKPEiraAII Oll 

To take care of the glgaatie prolilea laeldent to an eacaaioatlon of ALL 

eoo^easation plans, change paragraph (h) as foUovs: 

Coapensatlon la reasonable to the extent that the total aaoont 
paid or aeeraed la eosBBensnrate vlth ecnpettsatlon paid under the 
contractor's established policy and conforms generally to cftmpffnuBr 
tlon paid hy other eontraetora of' the saae alze. In the saae 
Industry, or in the aane geographic area, ^ for sinllar services. 
In the ad alnlstratlon of this prlneliale. It la recognized -^^hnt : 
not erery ecnpensatlon.ease need he sob.lected in detail to the : 
abova tes ts. Sach teste need he applied only to those cases in 
id>leh a general rerley rereal a aaoonta or types of ccaroensatlon 
lailieh appe ar tuMreasonahle or otherwise oat of line. Hororer, 
certain coodltiona glre rise to the need for special consideration 
and posslhle Uaitatidn aa to allomiblllty for eontzaet cost 
pozpoaea idiere aooosta agppear eaceessive. Among sach condltiraa 
are the follovlngt ate." 

lake eare of the past aarrlee pension credit prohlett by deleting the 
phraae "for serrlcea ottreatly rendered" txcm 15-2(A.2(p)($)a, and insert 
at the beginning of paragraph h(l): 

"Beeept for paat Mvric9 pension costs, it Is for serrices 

rendered daring the contract period." 
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Part 7 - naced-Prlce Typ« Coatracts 

"... . . . ' 

15-70O'- Scope of Part.' This Part sets forth the gtildellnes to be 
used for the evaluatloii of costs In negotiated flzed-prlee t^pe c<mtraets, 
laelttdlsg tenidnatlons thereof , In those Instances yibBxe sttch evalttatlon 
Is recgtlred to establish prices for saeh eontraets> "Plxed-prlce type" 
contracts Inelade, for pnxposes of this Part, the foUovlng: 
(l) flzm fixed-price contracts (ASPS 3-l»03.l) 
(11) fixed-price contracts vlth escalation (ASIfi 3-^3.2) 
(ill) flxedpprlce contzacts providing for the redeteznlnatlon 

of price (ASPR 3-'t03.3) 
(It) flxed-prlee Incentlre ccn^raets (ASSEL 3-^3.1^) 
(▼) non-cost-relaibiuraahle portion of tlae and aateirlals 
contracts (ASIA 3-^5.1) 
15-701 Basle Considerations, (a) Under fixed-price type contracts, 
prices, not separate elesents of cost plus profit, are to be negotiated. 
A negotiated price Is the basis for pt^nient to a contractor tinder fixed- 
price type epatraets; allovahle costs are the basis for reiiAursenait 
nnder ^eost-relaOmrseiBent type contracts. Accordingly, the policies and 
procednres of . ASFR Section HI, Part 8, are goremlng sad shall be folloved 
In taie negotiation of flxedpprlee type contracts. 

(b) As recognized la ASPB Section III, Part 8, there are vlthln 

■ > ■ ■ 

the fixed-price type categozy of contracts certain sltoatlons, e.g., 
IneeatlTe aad redeteznlasble contracts, la idalch costs are a slgnlflcaat 
factor In the negotiation of prices. In such situation^, costs anst be* 
sabodtted by eontraetors, eralasted by the Gkyreranent, aad used as 

1 TAB 0 



appropriate ia negotiating fatp and reaaooable prices. Howver, since 

^ "^se situations. Is the negotiation of a 
pxlee ratber than the detendaatlon of allQvahle and nnallovable costs, 
the use of cost principles mat be flexible* 

15-702 Cost Principles and Their Use, (a) «hen^ porsoant to 
ASPR 15-701, costs are td he considered In flxed-prl^e type contracts. 
Section Z\r, Part 2, shall he used to proyide general goldance in the 
eoasldsratlon of cost data In conjunction with other pertinent 
considerations as set forth nere ftallj in ASM Section HI, Part 8, required 
to establish a fair and reasonable price. 

(b) Ih using Bart 2 of thlA Section Tf for general guidance, ^ 
contracting officers arb no* necessarily required to evaluate specifically 
each IndlTldnal Itea of cost (as Is required for eost-relidmrsemeat type 
coatraets) la establishing a price; nor shall they be required, la sub- 
Btaatiatiag or justifying a aegotlated price, to erplala the treatwnt 
accorded each such itea of coft. Hotwlthstaadlag the above, contracting 
officers are required to tanj sobstaatiate and Justify any negotiated 
price. (See ASSR 3-dli;) 
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ASSISZABI SECBEZABT OF SEFEBSE 
Washington 2^^ D.C. 



°f C 3 1 ,953 



KESKIRAHEXnC FOB TEE ASSISXABT SECSETAHI OF DEFENSE (CQMETBOXIiES) 
THE ASSISXABT SECBET AHr OF THE AHKX (LOGISTICS) 
THE ASSI9TABT SECHBSART OF THE HA7T (H&XERIAL) 
TEE ASSISEABT 8BCREIABT OF THE AIE FORCE (H&TEBIEL) 

SOBJECTi Contaraet Cost Principles 



As yoa are a^iare^ oar staffs have been re-evaloatlng oar prerioasl 
draft of the contract cost principles in the li^^t of the strong protests 
lodged hy industry at the 1^ October 1958 -meeting sod in subseqaent 
correspondence* The attached meaorandna contains the resalts of this 
staff analysis and contains mch food for thaai^t^ as to oar final 
aresolutlon of this matter. Vhlle I aa not necessarily in agreement idth 
all of the. recommeoidatlons contained in this report^ I think that it 
proirldes a basi« for our fturther discussions/ I mold like to meet *«ith 
yoa upon ny return to Washington in early February for the purpose of 
fozmlating a recosBBendatlon to the Secretary of Defense^ 



(signed) 

PEBEdS McGUIEE 
Assistant Secretary of Sef mse 
(Supply and Logistics) 



Supply and Logistics 
CH 
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Memo to ASD (S&L) 
29 Dec 58 



COPY. 



December 15, 1959 



MEMORAHDUM FOR THE UHDER SECRETARY OP THE NAVY 

THE ASSISTANT SECRETARY OF THE ARMY (5M) 

THE ASSISTAHT SECRETARY OP THE AIR FORCE (PM) 

SUBJECT: Implementation of Revised ASPR Section XV, 
Contract Cost Principles and Procedtirea 



Attached for your information is a recent memorandim 
from the Assistant Secretary of Defense (S£L) which stresses 
the need for a unified approach to the actual implementation 
of the nev cost principles and requests that any implementing 
regulations in each of the Departments he clecured by his 
off ice prior to issuance. 

The need for a unified approach to this matter obvlotisly 
extends to the activities of each of the audit agencies of 
the Aimy^ TTavy and Air Force . Accordingly, any instructions 
or procedures prescribed by the Departments for use by contract 
aiiditors in application of the new cost principles should be 
cleared by my office prior to iss\iance . 



/s/ Franklin B. Lincoln, Jr. 
Assistant Secretary of Defense 

Attachment 



COPY 
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COPY 



December 10, 1959 



MEMOBABDXM FOR THE ASSISTANT SECRETARY OP THE ARMY (LOGISTICS) 
THE ASSISTANT SECRETARY OP THE NAVY (MATERIAL) 
THE ASSISTANT SECRETARY OP THE AIR FORCE (MATERIEL) 

SUBJECT: Implementing Regulations With Respect to ASPR Section 
Contract Cost Principles 



While the recently piublished contract cost principles are a 
substantial step forward, there are many additional areas connected 
vith this task vhich remain to be accomplished. In this connection, 
progress is already oinderway to provide a mechanism for a trl -service 
approach to implement the research and development cost principle ♦ i 
Additionally, I expect to provide you vith more definitive guidelines 
in the near future with respect to the problem of cutting over to the 
nen principles, particularly as they might apply to existing contracts* 

I feel suie that you will agree that it is rather critical for 
us to ensure a unified approach to the actual implementation of the 
cost principles. In order to ensure this uniformity, I would like to 
have any implementing regulations in each of the Departments cleared 
hy my off ice prior to their issuance. This will provide a centralized 
clearing house and will he the hest method of ascertaining such changes 
or clarifications as may he indicated hy our combined experience . 



/s/ Perkins McGuire 
Assistant Secretary of Defense 
(Supply and Logistics) 



COPY 
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December 15# 1959 



m ASSISTAIIT SECaETARY CJ? THE AIR FCaCE (R4) 



Attached for your Infoimtloa is a recent menoranduni 
froBi the Assistant Secretary of Xtefease (SM.) which stresses 
the need for a unified approach to "Uae actual lEpleiaentatiorx 
of the nev cost principles and reqjiosts that any inrplementing 
regulations in 'each of the Dspartanents be cleared by hia 
office prior to issxzance* 

13» need for a unified approach to this laatter obviously 
extends to the activities of each of the audit agencies of 
the Anay, Kavy and Air Forces Accordingly^ any instructions 
or procedures prescribed by the Departanents for use by contract 
auditors in application of the nev cost principles should bo 
cleared by jay office prior to Issxiance. 



BUBJECfTj . Jiaplessentatlon of Revised ASES Section X7, 
Contract Coat Erihciples and Procedures 



/Signed/ 
. ASSISTAtOT SiiXSEEAHX OP DSFEISB 



Attachment 
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a\SD(cai?j?)AUDrjp poucr Dvr 3B352 76321 
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ASSISTANT SECRETARY OF DEFENSE 
Washington 25, D. C. 
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February 10, I960 



MEMORANDUM FOR The Assistant Secretary of the Army (Logistics) 

The Assistant Secretary of the Navy (Material) 
The Assistant Secretary of the Air Force (Materiel) 
■ ■ ^ i.*. . . ■ • . , ■ 

SUBJECT: Uniform Procedures for the Implementation of Contract Cost 
Principles and Procedures, ASPR, Section XV, Part 2, as 
Revised by Revision No. 50 dated 2 November 1959 



♦ 




1. Purpose . The purpose of this memorandum is to establish uniform 
procedures for the implementation of the Contract Cost Principles and 
Procedures, ASPR, Section XV, Part 2, as set forth in ASPR Revision No. 50, 
dated 2 November 1959, with respect to new and existing contracts with com- 
mercial organizations. Procedures with respect to new and existing contracts; 

ith colleges and universities under the revised ASPR Section XV, Part 3, are 
intained in my memorandum dated October 12, 1959. 

2. Background. The Notes and Filing Instructions of ASPR Revision 5C J 
provide that the principles and procedures set forth in that Revision are manda- 
torily effective 1 July I960, but that compliance therewith is. authorized upon 
receipt of the Revision, and that existing cost- reimbursement type contracts 
may be amended to include the revised principles, but only if the amendment 
will not be to the disadvantage of the Government. ' . 

3. ' Procedure. Set forth below are gviidelines to be. followed in implement- 
ing the revised cost princijples. 

■ * ✓ ■ 

(a) Existing Cost- Reimbursement Type Contracts, ' • 

(1) Total costs measured \mder the revised cost principles and 
procedures applicable to costr reimbursement type contracts may differ from 
total costs measured imder'^e cost principles and procedures now incorporated 
in existing cost-reimbursement contracts* Furthermore, while it is probable 
that such differences wo\ild not be substantial in most cases, an accurate appraisal 
of the differences in each case would, in most instances, require an xmwarranted 
amoiint of time and effort on the part of both the Government and the contractor, 
particularly in connection with evaluating the cost impact on subcontracts and in 
fee case, of a partic\ilar concern when it is acting as a prime contractor and also^ 
's a subcontractor to another prime contractor. 




(2) In view of the above circumstances, existing cost-reimburse- 
ment type contracts shall be costed out as a general rule in accordance with the 
Allowable Cost, Fixed Fee, and Payment clause (ASPR 7-203.4) of the contract 
and the cost principles presently incorporated therein by reference. For purposes 
of asc*ertaining the cost principles in effect upon the date of the contract, the 
effective date of the revised cost principles shall be 1 July I960 unless the contract 
has been written or amended to specifically incorporate the revised cost principles* 
An existing cost- reimbursement type contract may, however, be amended to 
provide for the use of the revised cost principles when resolution of the adminis- 
trative problems above does not require an \inwarranted amount of time and effort, 
where such action would not be to the disadvantage of the Government and where 
the contractor agrees to such amendmenti The following factors will be taken into 
consideration in those limited situations where the amendment of existing cost- 
reimbursement type contracts is being considered: 

(1) anticipated increased or decreased costs, if any; 

(ii) administrative savings expected to be gained by 

costing cost- reimbursement prime contracts with 
a given contractor on the basis of one set of cost 
principles; 

(iii) the effect on subcontracts imder the prime con- 
tract (see ASPR 15-204{b)); 

/ (iv) absence or existence of specific contractual pro- . 

visions or other arrangements affecting the treat- 
ment of certain costs^ such as those for research; 

; . (v) in consideration of (iv) above, the appropriate use 
of advance understandings (ASPR 15-107) as for 
/ example, where it may not be appropriate to allow 
independent research costs under the revised cost 
principles in instances where such costs have not 
been allowed heretofore under the existing contracts; 

(vi) other advantages or disadvantages to the Gove rnment* 

Contractors shoxild be required to furnish any data deemed necessary in connection 
with the evaluation contemplated aboye. The cognizant audit activity should be 
requested to provide an advisory report for use in determining the proper 
action to be taken* 




(3) Where existing contracts are amended to incorporate the re- j 
vised cost principles, such amendments should normally be made effective as oi 
the date of the beginning of the contractor's fiscal year nearest the date of the 
amendment, 

(b) New Cost- Reimbursement Type Contracts, 

(1) In the case of contractors having existing cost-reimbursement 
"^^""type cbhtracts" all of which are being costed xmder the old cost principles, new 

contracts shall provide for the use of the revised cost principles, but may carry a 
proviso for the use of the old principles for the period between the date of the 
contract and the end of the contractor's current fiscal year* 

(2) In the case of contractors having existing cost- reimbursement 
type contracts with a particular Department or procuring activity, any of which are 

" being costed under the revised cost principles, any new contracts of such Depart- 
ment or procuring activity sho\ild provide from the beginning for the determina- 
— — tion of costs- in accordance with the revised cost principles. 



•fy: 
th 



/ (3) In the case of contractors having no existing cost- reimbursement 
pe contracts, the new contracts shall provide from the beginning for the use of 
'the revised cost principles. 



(c) Contract Clauses, The following clauses are examples which ma^ 
be used, as appropriate, in accordance with the g\iidance stated above. 

(1) For use in amending old contracts and in new contracts where 
it is desired to provide for a delayed effective date for the new principles. 




7' 



USE OF REVISED CONTRACT COST PRINCIPLES 

Subparagraph (a) (i) (A) of the clause of this contract 

entitled ••Allowable Cost, Fixed Fee, and Payment'' which 

reads ••(A) Part 2 of Section XV of the Armed Services 
Procurement Regulation as in effect on the date of this 
contract; and^^ is hereby deleted and the following sub- 
stituted therefor: ••(A) Part 2 -of Section XV of the Armed 
Services Procurement Regulation in effect prior to ASPR 
Revision 50 dated 2 November 1959 vmtil . , and 

^ ^ thereafter in accordance with Part 2 of Section XV of the 

Armed Services Procurement Regulation as revised by 
Revision No. 50 dated 2 November 1959; and'*; 




(2) For use in new contracts entered into prior to 1 July I960 in 
which the new principles are to be used from inception. 




USE OF REVISED CONTRACT COST PRINCIPLES 

, J Subparagraph (a) (i) (A) of the clause of this contract entitled 

"Allowable Cost, Fixed Fee, and Payment" which, reads "(A) Part 2 
of Section XV of the Armed Services Procurement Regulation as in 
• effect on the date of this contract; and" is hereby deleted and the 
following substituted therefor: "(A) Part 2 of Section XV of the 
Armed Services Procurement Regulation as revised by Revision 
No. 50 dated 2 November 1959; and"; 

Id) ' Existing Fixed- Price Type Contracts. Contracting officers will 
use the revised cost principles as a guide, in accordance with revised ASPR XV, 
Part 6, in the administration of existing fixed- price type contracts. Such use, 
however, shall be only to the extent that it is not inconsistent with any contractual pro 
visions, understandings, or agreements established in the negotiation of the contract. 

(e) N ew Fixed- Price Type Contracts. Contracting officers will use the v 
revised cost principles as a guide in accordance with ASPR XV, Part 6, in the 
negotiation and administration of new fixed- price type contracts as soon as practicable 
it in no event later than 1 July I960. 




(f) Terminated Contracts. In fixed- price type contracts, settlements 
for convenience termination shall be made in accordance with the termination for 
convenience clause of the contract and the principles for consideration of costs set 
forth in or referred to in ASPR 8-302, as in effect on the date of the contract* For 
purposes of ascertaining the cost principles in effect upon the date of the contract, 
the effective date of the revised cost principles shall be 1 July I960 unless the con- 
tract specifically incorporates the revised cost principles. Settlements of cost- 
reimbursement type cdntracts are governed by the allowable cost clause in the 
particular contract at the time of termination. 

(g) Co St- reimbursement Type Subcontracts. Any amendment of an 
existing prime contract to incorporate the revised cost principles shall specifically 
cover the reimbursability of costs stemming from cost-reimbursement type sub- 
contracts thereimder. ' If the amendment of the prime contract does not expressly 
provide otherwise, the reimbursability of such costs is automatically governed by 
the revised cost principles '(see ASPR 15-204 (b)). If this result is not acceptable, 
the amendment to the priine contract shall provide that, notwithstanding ASPR 
15-204(b), the reimbursabUity of such costs will not be affected by the- amendment. 

(h) Audit Services . In the conduct of audits and the submission of audit 
reports, auditors will use the cost principles incorporated in the contracts in the 



case of existing and new cost- reimbursement type contracts. Auditors will use . 
revised cost principles immediately in the case of new fixed-price type contracts, 
Except where such use under an audit already in process would unduly delay the sub- 
mission of a report. In the case of existing fixed-price type contracts, auditors will 
use the revised cost principles, except where such use under an audit already in 
process would unduly delay the submission of a report or unless the contracting 
officer requests that the audit report be prepared on the basis of the old cost 
principles. ^ 



fsl 

PERKINS McGUIRE 
Assistant Secretary of Defense 
(Supply and Logistics) 




ASSISTANT SECRETARY OF DEFENSE 
WASHINGTON 2S. O. 



COMPTROLLER 

MEMOBANDCM FOB THE AS8T8TMIS SECBETART OF SEFEISE (SUEELY ABD LOGISTICS) 

SUBJECT: Contract Cost Principles 

I have read the proposals of the vorklng^ grov^ 'which you trans- 
mitted by memorandini of 31 December 1958 and conctor in all of the 
wrklng groT9*s proposals except for the proposed handling of applica^ 
bility to fixed porice contracts and the stated reasoning stqpporting it* 

The version proposed In the 21 August 1958 draft, witJx perhaps . 
the inclusion of specific reference to ASPR Section III>^ Bart 8^ 
appears to be a much more meaningful and logical approach* The pro- 

. posed revision votald fall to furnish the uniform guidance '^rtiich I 
had mderstood ve set as our objective* It is deficient in that it 
does not differentiate between the signidCicance of cost principles ' 

; . in retroactive (redetermination and incentive) pricing as agednst^:^^^ 

prospective pricing situations* It could veil necessitate! thesepa^ K 
^ : rate, piecemeal issuance of additional guidelines covering specific^ 

.:'■'/■■.•■} areas or conditions as problems arise in the future* In addition^: fry^^^^ ;^^ 
^■^^^Tft it Is Understood that- the Comptroller General irdgo^ ta^ h^^^'^^ \ ' 
' vllllng to concur in the 21 August draft, in view of his earlier; . 
criticism of that proposal, it is doubted that he would be amenable 
to further beclouding the applicability statement^^l Attached are - 

/ • pommients in greater detail on this recommendation^ . 

Ihus, it is believed that ve should proceed, as soon as possible^ ' 
^ '^^^ on the basis proposed oil 21 August^- 

/ ; 6kfter reflecting the other changes recommended b7 the vorklng grotqp* ^ 



ii ' W« J* McIfeU 
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MDnSAOOC lOR TBI ASSISTAHT SICBSTASr Of 1SIXSSB (SQPflX iSO LCOXSTXlSS) 

Z tfi proTidlBff jTM htrtvitli viili ««rUla b««kgro«ad asUrial 
xm im MMMilM with th» K«t«ri«I at«r«Uvi««* aMtloc «a tte Coatn^t 
CQfi fvlMlplaf. JUiditioiull7» Z « pmridiag jtn with & ijirfl diMt* 
•bovlai t)» MMltiU«a» ^di «• propoa» of ths -narlens itmmm Jltwitait 
' «m ittte«tirr •* th»15 0«t6b»19»»««iliif», ■ .. - <tv;;v: 

Hi «anw«%lctt vitli tte MftcrlaX 8««r«ttfi««» sMtllMr^ it U W 
«9Ml«U«i tM ite Mjoritgr of th« rMMotetiou sate V ite ScmUI ' 
tMk arw9i Z hMd«d» vUl fcvormUr ladovitd. Zr ite ^ 

•pMi/ie oliMSli of oost, tlM rMOMadsiiMi vfaioh wo hacm aoto vltli: ^ 
roopoH W oosirltaiioM oai 4 oa >t i o M vin poravoto tfiMOMias oai oomIKU 
aiMOBl* Z m odvlflod tluA ite Air Am vill oppof» nldaft tld* rtwont 
OB aUomkU ooot* W|dl« oftoff oImmbU vltliia tho Anqr oA ifew fow - ' ^ 
iU oUowobllitjr Z m mMm «t tide tlM to prodlol tlMt flaol^ dipoftM8U:L 

IWimOliOa .'•-•■•..■•1. 

* ' U o«UiBo4 la iqr npovt U >wi^ Uit spMotloa of oppUodMIitir of tl» 
•ooi prlBoiFlOf U tte Mior polst Imoo vithia «bo Ooporta«il of 
OoftM* «i thi poroMsft iiBO« As 7<m vUl roooU» thlo atibjoo^ nliod^ r 
OS ft aojo* iooat br Zadutvy* Z bm hoU Bowrooo dioottooieas oa tl»^ ^ 
Mookioa of ^ipUodbilitr nftoo^ooai io oiteiooloa of iqr voport to yoa, 5 
TtMoa 4iMaooloao um psiawllj hod vitli Mr* Bonaonwi oaA Mp» ; 
fte 4io«M«toao wo dooi«Boi to took o boots for irtwort botvooa ow ^ ' 
offloo obA tboi of tho eo^tfOlIorv oo thot vo aigbt on^voodi^ tbo aootlag 
vitii tte MotorloZ Soorotorlos oa o oomi booio« As a roMlt off thooa . - 
4io«Msl«ast Z half rodroftoA tte opfkUoakiUtgr footioa of tte oesi < : 
pi^oifSM la a BOttMr vidoli Z boliovi vllZ ogrooohla ta tba Gcaptnaiov'a 

•<^f»«» Z b««a soailil to Boka oovtola oonooooloaa to Zndastigr 
idtM doslrogrlBc tte boda ooooopt of tte pfovioas dnfU of tte oppUoa-^ 
bllttr JMtlM^ Z bcfa provlM ooplas this rodrofk to tte KUltoiy Ba» : 
por^MBAsoa oa iatomtX bosls* Tte aotoridl i^oli tes bo«i so pvovldoAv 
lajot fnr^ oa jrw uproot thoot* Z m oitfoovorlBt to provlda tte trtm^ ^ 
writ 190a ^Moh Boiaolly' oeosptobU ogroomoat o«a te roodMd «t tte aootlag ^ 
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KEMOIUHDCK FOR MR* JOOT JOE»OV, GEHSR^_COaiBBL^; Itf lOIAL 



Sia JSCr Coatraoi Cost FriaoiidM. 



Coatrtot Cost ?rln«lpl«». A» yott ar« «var«» W haW 1>««»^^oott* ^.^^^^^^^^^^^^ : 
sidtrlnc A reritioa of Sootloa Hi PwVZ^ of iSm fWf 80»rtla»»- i ^^^^^^; 
Ito «ro^ •Bdo«orlaff to inAliah » rorlidon of^tb* Cait^ iWaolplw 

r-'i ftoTiishlae'T^^ this' ariii^i«'«o<»ort«M^^ 
.'to doTvlop. th«: IS« with du» rogwfd'^tottho^vltwf: ot 
; Vliliitod' BUBibor of oopi«i::'of:-tMtr'p«rtioia4«'d?»f*jh«^ 
■Bd# ant Itf di3tribatlott vithla tlw^ Doptiteant of Dofoi^ 

Ci^f:: tttttaofelra^ 0tiggf siloiaa- whlph^HISA:^«ajr>^'car^?t^p«^^ 



'^^^^Z^i^^}^:*^*rii^'^' '^^^M^W^i¥^^: StafiT Plrootoi'^ilS^Hfe- Dltiilb* 

.............. '^■"'-■■■^;-5ij^|-:r-J:^^^ 
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.12 February 1959 

CONTRACT CO ST P RIHCIFIJS 
AEELICABILITI TO FIXED PRICE COHTRACTS 

Mr« McGulre's memorandtm of 31 December 19^8 trazismltted for 
consideration the proposal of a wrklng group to substantially change 
the material on applicability of cost principles to fixed price con- 
tracts and to place it in a separate part of ASPR Section X7# 

Basically^ the proposal provides that cost principles shall be 
used to provide **general guidance*^ in the evaluation of cost data in 
any fixed price contract vhere costs are a consideration (as opposed 
to the basis for evaluation)* There foUov some of the reasons vfay 
this proposal is considered to be less appropriate than the prior 
approach of 21 August 19?8* 

1* Confusion in purpose and effect — In pcuragraph 5 of the 
staff memo giving reasons for the proposed revised approach^ a major 
point revolves around the fear of fozmula pricing in fixed price con- 
tracts ^ere costs axe a major factor in pricing* There appears to be 
some confusion as to the part idiich cost principles play in pricing 
such contracts* Cost principles apply only to the detei^natl^^of 
costs* Vhat effect costs have on pricing is entirely a separate matter 
based tqpon the clrctonstanees as veil described in the 21 August draft 
and else>diere in ASPR* 

Actually^ pricing is a "formula" (not a dirty vord) matter to 
the extent costs mtist be relied \;^n as the major factor — vhich is 
very often the case* Prices equal costs plus profit allowed* But there 
is no reqjolrement to negotiate and agree i:^n costs and profits separately^ 
except for incentive-type contracts* Yet the contracting off icer^ in such 
cases^ mtast unilaterally evaluate costs as a basis for corrlvlng at his 
detexmlnation of price (vhich price must be a^eed upon vlth the con- 
tractor)^ and for Justifying it to his superiors* In the case of in- 
centive type contracts, the agreed pricing foimula requires negotiation 
of costs separately before price can be determined* Costs must be ap- 
proached by the contracting officer item by Iten in such cases — in the 
one case through negotiation^ In the other by unilateral evaluation* 

Oberefore, detailed evaluation of cost items Is appropriate* 
They should be defended on the same baisis as cost-reimbursement-type 
contracts, especially vhere fixed prices axa retroactively determined* 
Profit allomnces, hovever, (not costs) should be flexible in each case 
considering the appropriate factors, especially the contractor's risks 
and efficiency* 



2i Problem In arrangement of ASPR — While the mere extraction 
of the fixed price applicability material from Fart 1 and placement in 
another Bart (7) appears to be a minor mechanical or technical matter^ 
it could veil lead to confusion# She vorking grovp apparently did not 
consider this problem* Based tS)on strong, objections to a prior atteozpt 
to renumber the Barts^ especially Bsurt 2 because it is referred to in 
thousands of existing cost t^pe contracts^ the asstmtption is that Fart 2 
vould continue to be a statement of detailed cost treatment for stgpply 
contracts vith ccnmiercial institutions • Farts 3 and vould cover 
educational institutions and construction contracts respectively* 
Ihis vould leave Fiart 1 logically for ^applicability'^ ziot only for 
cost«-type contracts^ but all costs* 13ie proposed alternative additional 
Flart^ probably 3, vould be another on applicability to fixed price con^ 
tracts* This vould appear to be an illogical and inconsistent arrange-* 
ment* 

3* Who vill be governed by the principles t ► Almost txaax the 
inception of this project^ there vas basic agreement on the iioportant 
concept that all three of the parties involved in procurements cost ^ 
matters ^ the contracting officer^ the contractor^ and the auditor •» - 
vould be guided by the principles* This has been eminently clear in 
all prior proposals but is not^ covered in the current proposal* aids 
exclusion could v^ lead to confusion ^nd an increase in the cost of 
administration* The concept should be reinstated* 

If* Effect of risk on application of cost principles ~ In 
Justifying the proposed nev applicabili^ Fiart^ there appears to be 
seme confusion vith respect to risk in tvo respects* The first relates 
to the refearence to ''the rlskless cost type contract*.** 'nh'f g seems to 
say that there is no risk in cost t^pe contracts, and to tepl y that 
there is a high degree of risk in all. types of fixed price contracts* 
There are, of course, some risks in the cost type contract the ^ 
problems of termination, ceilings, unallovable costs, etc* Oil the 
other hand, the degree of risks in fixed price contracts varies 
greatly*^ For exBosple, generally in fixed price incentive contracts, 
the risks vould be little greater than in the cost t^e* In fact, 
seme contractors have admitted that they favor incentive contracts 
because of the substantial elimination of risk vlthout the stringent 
Ufflltatlbn on profits* Likevise, retroactive price redetermlDation 
approaohes^^^ the cost^relsibursement basis ixisofar as risk is concerned* 

The second aspect of the confusion relatea to the nattnre of 
payment for risk* Risk is taken into account in tvo vays* Urst, "by 
our ovn pricing and profit policy, risk is one of the factors considered 



2 



In establlsMzig the level of profit* Second^ the principles contedLn 
a provision allowing for contingencies la estimating costs # Tbus^ It 
vould xiot appear that ve should try to take care of the risk factor 
by Including as a cost in fixed price contracts elenents such as advert 
tlslng^ entertalnaent or contrlhutlon8> lAkLch ve would disallow In 
cost type contracts • This philosophy would tend to becloud management 
evaltiatlon of fees versus profits by classes of contracts^ and runs 
counter to our previously adopted position that no tTpe of contract 
should be more attractive than aoy other solely on the basis of 
treatment of costd# 

5# Retrospective vs prospective iiae ~ The proposed version 
liatps all fixed price contracts in the same category Insofar as applies^ 
tlon of the cost principles are concerned ~ a general guidance basis » 
OSie prior version provided for better guidance In thla respect In that 
It differentiated between their use In retrospective and prospective 
situations • In situations where we €ure looking at hlstorlcaL costs, 
as in the case of price redetezmlniettloh and particularly incentive 
formula settlements based exclusively on Incurred costs, it is believed 
that the principles moist be the basis for detexmination^ There may b^ 
a less compelling reason for asserting they are the basis for prospective 
repricing (P^^ps only a guide), yet to the contracting officer they^ ' 
should be the basis* 
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DEPARTMENT OF THE ARMY 
OFFICE OF THK ASSISTANT SECRETARY 
WASHINQTON 29. O. C 



m 5 1959 



MEaiORANDUM yOR ASSISTANT SECRETARY OF DEFENSE (StLj 
' SUBJJSiCT: ' Contract Coat Principlea ; 

V V . Department of the Army coacvirs la the draft of Section; 
XT, Contract Coat Principlea and Procedures,^ dated 12 May 1959^^; -^ 
referred to in your memo randma of 15 May 195 9» aubject aa above* ^ 




Courtney^ 
Assiatanet Secrel^i^j^ thd Anay.v 
^ (Logifltica) 



v.. i 



W V C.\ > A - 9 r J v ' . : , 



DEPARTMENT OF THE NAVY 
. OFFICE OP THE SECRETARr 
WASHINGTON 



, 2 9 MAY 1959 



MH'IORANDDM FOR THE ASSISTMT SEGRETAEX OF DEFEISE (SUPPLY AIJD LOGISTICS) 

Sub;j$ The Contract Cost Principles and Procoiures, comment on 

Ref t (a) Monorandum. from ASTSECDEF(S&L) of 15 May 1959 re Contract 

Cost Principles and Procedures revised draft of 12 May I959 • 

1. Reference (a) has been reviewed by my staff and with the^ excepUon of 
the following comments, I approve its issuance: 

a. Page h, line 19, after "will not," insert "with the exception of 
the limitations on rentals paid under sale and leaseback agreements. fSee 
ASPR 15-205.3U (c).» Also include on page- 5, as one of tS exanmles of 
costs for which advance agreements may be particularly inportant «(ix) 
Sales and leaseback agreements." This is considered necessaiy in view of 
the specific limitation on such rentals in ASPR 15-205, 3U (c). 

b. Page 31, line ii, change (i) to read "the item ia regularly -manu- 
factured and sold by the contractor through commercial channels for 
commercial end use> " (Underscoring supplied). Change (ii) to (HI) and' 
add a new (iij as follows: "the charges for the itein(s) are nominal in 
amount,* These revisions are considered essential to avoid a situation 
where the "commercial" customer of the vendor is a prime or subcontractor 
to the Government and the prices of the items have not been established 
in the non-governmental market.. Also, if the total volume of such items • 
is substantial, it seems only equitable that they should be charged to ' 
the Government contracts on a cost basis (rather than at a price which 
includes a profit element) in order to avoid the payment of what may be 
hidden profits* 

c. Page hS, top line: the word "allowable" should be changed to ^ 
"unallowable." ~ . ' . 

^ T i-^ff^.^'^.r ^^^^ add (i) after "instances" in the fourtti-line or 
delete . (ii): in; tho fif th line.. • • • 

«^ +w J"?"^*!^ ^ ^^^^ primarily concerned with the applicability 

SLf L^SII^S^^^^^^* CPFF contracts... The^recent letter tv^^ 

^^^^.1^7^^^ a. strong reiteration of this: position. Although I do 

issuance^of the principles should be delayed to accomodate a 
fSinLJ^^f °^ ^ recommend that in the practical iS- 

SiS^i^WM.*^!?"?"?^?""' serviceibe onioned Wavoid the 
"£?!ri?" P'^^^S i*xch industry fears. Should evidence of such pricing 
exist after a reasonable period of iitplementation of the principlSa, I 
strongly recommend further consideration on this matter at S^t tSi. 

a p. MIINE 

Assistant Secretaiy of the Navy (Materia? 
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ti3B»A»me« T5rg# ccaartamcf Te«ln>t»4 for CoatnwBl«ie» 
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Utl« i«t ftetli la lani Xf, this iwtiiiV^ S-Joa, ioce^ ttet 
«ar smb costs oeptl.nnlTi< oftor toalaatlOB Aos to tho aogliaoBt or 
vUfial ttilarm of tbo eontzoetor duO;^^* cenoldoM malloiniblo* 

(3) Xttltiol (iootoj laolttdttair itortlac looA aadl pro*^ 
pontoeir ooot«» gononajy vgr b« eeoflteroir ollcrMtoltfi. 

xocnsriag aataro aclslss la tho oovXy itoios of proteetloa ■&& ao^ fUUx 
ol}iaito4 iMMouoo of tlui tonrinitlrm> Sae^- coots Jiii^ laolaB^to tlMir coot 
of lafeor oaA mtorlat* oad tolotoA ow lio oi ottgiliuU ibliO to jucfc ftcrtm • 
OS (i) caEcooolTS opoiloso Mooltlat? Ifeos la039«rifl^^ ' 
tlao oaA ■iilyiww Y txraduotiflft docMloiiaA Inr tMrfciao Osd ; 
of proooooingli (iU) o^ilojrio tz^Lolag^ oaft (It) toiindiliart'^ or loeli^ 
of ojti^riOBOo vltii tho pMduotj^ SKtorlalaf . bh rwifltofeurtui^. jqpooooaos- obH 




groi^orotflnr coots ago eooty laoomd^la' 
ssvlag: to porfbam ths tsaaUiatot ooatzmott incXudla^ om^^ of laitlSIr 
plaaA inriannMionf) oat altorattOBO* sMM nnmt saA p o fw i i i iiol ovfMd-; 
■ uAimtl pMduotlsa ylowrrtng «bA' idalte- s«ttvitioo^,lmt^ oyiOimtMi^ '^iv 
■jctriat lanliiTiOTX aaA' o«nl||Mqit oal ttortiac looA^ecwtsiv'';/'.; 

- oy tr'laitial- oootf oro (tlctiwil - oai laws' aoi- 
boss HgfipttcA oa tlis contxsot(W*s t)eok**' oogrtaatte fiar oottlmoni 
yoftosss riiaU asAo ttm coot xoyOvts oaA o oho^iOos iMlA xsfloot • 
y%tm 10^ mit ooot laoarroA dmrtac^^ tka osiiljr otaios of tlis ooattaotk v 



litea til* 



•UecttttA Oft tUtt 



Mat otli«r t^iitabU basic f uMd^ ludi aa aachlaa or Ubor 



•» Whoa laltial eoata aca laolaM la ttaa 
aa ft airaet «taavit» cugH oeaU Ml aot alaa ba 



iaat tdad la ovariwa^ 



Xoitlal cotta attrlbutifeli^WoB))^ 



toaa of Mofwij ipg^: 
and oquiiMttttt amr W eo naiday^ a^^»ii*Maf veofML Yi> augfc 
■9iolaL teellB^. aadtfaasy: or aqjiipBtaA ia nnt rmimiitj e^abla of V 
iiat la flia ««har vorti o# tlia oMUaaterf (il) ttia iatiiitoat^W lai^ 
■aai la pretaetaA by txwat^ of titla or br othar — -? 1tnt m^pviate 
*r.tba aeatxaetias ofClearj^ W (ili> fte loaa oT uaaltt valoa a« to Wf<{ 

tta taaa mtlo W tb* total ao^pisitlfltt eoat a» 
of tba ^oirtoMt baaM: to tlia';aatl»»:ta«alaata4.. 



aaoliinarT •»& ««il«MBi laii tOfoljNid. 
' ^^v-v .. ■■: (5) gtttal Coata 

show to boTa bo«i laaaeathlr no c a aaa ry fair 
laaa tiia mitei 



(i) tht mmoBet of tudi rwtal elaia«4 do^ aft* 
V p«rtr XfiUtd fiar the p«vi44 of tiM oootxmet 



'■'■>:, 



(ii> ^ ooatwotor mkm all afaibnrtOi tffiwrtt t« 

. . ■ -til* -ew^ of «u<*'.l«i^ 



i?t iti)roMy a»otM>gy il» ,0)f)t,*^. pi fy *»tl aa 
. w* yi i MtaU tiaB..to coatematlag; offlcOT ^ . ^ . / 
; iftt>liMii>. olaiw.aaA mq^wtlat tete vltk/" 

^ . .-^^ 

. QU). i u iOi iW i' <wrt«, iter th< otTigoy tawporf» 

(7) giibccBtoaeter Cl>i3M# Including th» •Hocablt par«^ 
tl«K of ^lAlw ntd^di art eonw^W ti^ coatMMt aad t# otlMr mrH of . tli# ^"^^ 
eo ntawt gg MOT bo coaildwpod alloiaMjr^ 
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(ttw prtatt* ABIt 8.303) 

8*30% AdJulaBMrt ib> iogg> 

OrM prlattd itSPl d*30^> 

8»30> 1)tdnetittMi ' 

(Oh vrtoud iani 8«3d9) 

8.306 CteapUtad lad ltb»^ ' 

8*30? V' 8tti«ngrt FrgrpoMlg' ' 
• (trt« srlaitd ipi 8*307) 




liig* 831 8.303C«) * Um ^ . 
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ragM 899 * 8ai * BaUt* vnami AOnt 0-8X3 Md iutrt th« IbUwuag, 

IctStiU to tli» Sttlatnt of CCTtaia 
•ad 8>v«loB— at Ceotraeta. 



or 



to MaiiterlBg oett teto to • guldo far aaaotutloii oy 

***^-rt^r ITT mrtr nliTiiu iwMiit 
t3T?o aoi-yfont or ao.f)io^ contimott fbr aa^tilMBta* iMlogm^aM^^ 

9r otter ao>9iom iBstltatl<mt. 
tho toxBimtlea oXiniM m«. ii^rth ii iUVS 8-Tb%j^: til* 
««t flarth la Am <f«tloa J 
•UU W midprod joet to tlio fi««mit jolloii 
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'■^OVxo 1958 



XalloiMip of Mr 15 0«ioM Mtla« on tte «<m^ prL2:«ii3l««» w« am 
ia eownl a(re«B«st thai tlui prlaoipUa aa proaaitU/ dravn ara 
b&alaalljr souadU Hofwavar^ baaa4 on the isdwtiy praMntailon*, m« 
tMak il>tr« 1« s naad for f urtbar aosatdantiaa aai. probabla aJiaB^t^ 
ift aea» ^stm^ <rf tli* prasaot iraatsMOi oX sppU«AhUitjr» advasM 
«a(farsUa4lBg«» 6dNrarU4lB<^ e«i>i«ibiiiiMr» rMaarah as4 darctopaaaby: < 
«a« plaat raaomraraioo, M ar« ia itaa pmaaa at iavalopii^ »•« 
-^laagaact Itt: tte.abot<a.araa**\ : 

\; ,Owr a#rti«c'o« ite^raaaaraii 'asMl 4a»aUfMfc. prlwipl*- «sii#-^^^ 
parUaalarl/ aseearagittsii ^ m namixUXlar, a bm prigmliOm^fMklk -r'-- 
\aXL aXiadaaU «8tira2r ^ tirlaw <iafiBlilo.^ of th» aavarftl klads ' v 
of raaaar«ii. Va wttU tim^ smUm that toy typa ©f y aa a arah and 
dawlopMi kiiiah U diCMtly raXaia4 t« » ao^i;n«V pvoAiai Um v 
mU b« raavwfad AOlr tar • •onirMtor W i-^ axUnt thaV t« par^Mam . 
auak p radaaU ^ m «««aarQk and datalajMi est r«Uta4 ia 4 pradott ^ 
liM MaU Iw charsBi as att,«varlwa4 ita* to anr i]rp« af aaatract^: ? 
2V fallM fratt Ui» alMwa» U«t aoy raacamr or diavalotaask axpaaa* ix7 
jjMorraA; V * eofltraatar^ i*iak is diraatly raUta*^ s proihwt ; 
wiiiali «• ara JMli bofiac^ iiavld bs bam* bgr tba eoiitnetiw>* Mita i ? ; 
raapaat WJUtt not ralaiarf to s aontnat product vtU l»41aatiii^^ 

BaUK>d» of oaairoi ovor aaato* aoali a* raviav of iadividual ahoopios . v 
IlHry « pareaatacs afaars aryaa&aaaaty * saxi&m dollar lialtotioa^ 
ar a KahiasiioR that* aatootft* ya faa]: atrot^I; tltat aa ataadard : - 
paroaatoia aaa to praaarlM^ ^ Sapai^mU also a^raa ttot to ^ 
ahaat4 PVtolila a <roordlTWta4 oaiM at arriving at oar •Muura'* of a v 
«aBlrB«tor«a itooardi progvto*. tiiial&ttoi tha f orw ao« aaa4 for 
aaiifUaM:^ nttoa 019: tolt b(t toil* Ibr tola .^tiat 4aU»«l»tito» 

; Aa yaa raqaaata4'^ X ' kava ^aaaato^ ito 'ac^paoaatios pvlatipia idtllL' . 
t7adar aaavatary ^aXBtjrto^= Ba aaegaito ttot va magaito tto%» la tto ^ 



U w« c*m otily hop* U fostti on 
tlHi aii^-«if«*UM or oariMOBoUL* •iivftUoo* aiaoo this is trtw, ho 
mcctot* itet M \vr to iaJoo% fl«M fUw o# thio oppreooh Isto e«f 
coo^ pflBiiplo to roUovo oar poopiLo of « dif ilotdi uok. Thlr 
•ppyofton iiovld olao holp to oIoM a poooihio oponlat f or hootilo 
ojlti«» la ^poolllo oitwtioM involTiiic prefiVilMrlBC jUm^ SwvUrf 
MtoZntyro indiootod thot bo m of f oriAf this appcoMli «o o aaggootioa 
ool/y Mi Iio vUl not prtoo f or its tdoptioa if no ••a ne% otally 
ooooaasdot* it* X aoit fool that tho Mgcootios M «tfit» and X « ^ 
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MEHCBAMDUM FOR THE ASSISTANT SECRETARY OF DEFENSE (S&L) 
SUBJECT: Status Report on Contract Cost Principles ^ 

/ I have had tm meetings ndth Departmental representatives as a 
follow-up of our 15 October meeting on the cost principles^ We are 
in general agreement that the principles as presently drarai az^ 
basically sounds However, based on the industry presentations, we 
think there is a need for further consideration and probable change, 
in seme degree, of the present treatment of applicability,' advance 

; understandings, advertising, contributions, research and development, . 
and plant reconversion*: We are in the process of developing neir 

..language in the above areas^:":. ; 

Our meeting on the research and developaent principle was ^^^^^^^ r 
particularly encouraging* We are now drafting a new principle which v 
will eliminate entirely the various definitions of the several kinds 
of research; We would; simply provide that any type of research and 
development idiich is directly related to a contract product line 
would be recovered fully by a contractor to the extent that we purchase 
such products* All research and development; not related to a product 
line would be charged as an overhead item' to any type of contracts 

yit follows from the above, that any research or develop&ent e^ense 

/ incurred by a contractor i: which is directly related to a product 
which we are not buying^ would 1>a borne by the contractor* With 
respect to R&D not related tp a contract product line, we will indicate 
methods of control over costs^ such as review of individual shopping 
lists, a percentage share arrangement, a maximum dollar limitation, 
or a. ccmbination of these methods*. We feel strongly that no standard. . 
percentage can be prescribed* The Departments also agree that we 

V should provide a coordinated method of arriving at our "share" of a 
contractor' s research programs We think that the forum now used for 

1^' ne^)tiated^overhead rates may well be used fbr this Joint detexmination^ 

As you requested, I have discussed the ccMpensatioh principle with 
Under Secretary Kaclntyre*^ He suggests, that we recognize that, in the 



adndnistrative review of compensation, we can only hope to focus on 
the out-of-line or unreasonable situation* Since this is true, he 
suggests that we try to inject some flavor of this approach into our 
cost principle to relieve our people of a difficialt task* This 
approach would also help to close a possible opening for hostile 
critics in specific situations involving profit-sharing plans • Secretary 
Maclntyre indicated that he was offering this approach as a suggestion 
only, and he will not press for its adoption if we can not easily 
accommodate it* I now feel that the suggestion has merit, and I am 
concerned only that we do not reverse the basic approach to* the entire 
set of cost principles. We will endeavor to draft language to acccmi» 
modate Secretary Maclntyre » s suggestion. 

I am attaching a copy of the transcript of the 15 October meeting 
together with a copy of the latest Industry comments which we received 
this afternoon* I have been informed that the Machinery and Allied 
Products Institute will sulmiit separate comments later this week* 
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I haTe ecntlmied to meet regularly vlth Departmental repreeezxtatlyee 
on both the laain body of cost principles and the research and development 
principle^ With respect to the latter^ I can now report substantial 
agreements I am attaching a draft of this principle irtdch is currently 
being circulated for final comments, I esqpect that our recommendatioa 
to you ulU be substantially as indicated in the attached draft*. Ton will 
note that we have adopted the latest industry proposal^ idiich was submitted . 
in Mr# leathern* s letter of November 7, 1958> almost word for wonU Ve have^^^^ 
however^ added our safeguard in paragnq^h 8 of the attached drafts Our 
committee is flxmly and tmanijiiously of the view that this approach is the 
only practical one^ 

Ve have finished our review of the industry com&ents with respect to 
particular items of cost« We will recommend a change in the title of the 
section (to Contract Cost Pxlndples and Procedures) • Additioxially^ we have 
agreed on a revision of the treatment of advanced understandings^ rentals 
and plant reconversions costs. We will present a revised proposal on 
advertising costs^ compensation and contributions and donations^ although 
our recomendations in these latter three cases will not be unanimous* 

. Vie are currently working on a revision of the applicability section. As 
indicated by the industry ccomentSy this section holds the kqy to the entdLre 
package* Iher^ is developing within tha Departments^ particularly in the 
Navy and Air Force^ a basic fear that we may be trying to go too far in making 
our' cost prinelples applicable in the fixed-price area* I am told that these 
sentiments have at least some backing at the Secretarial level* The Amy 
position is not clear at the moment, although there is agreement with the 
Navy and Air Force t hinking at the Aimy staff level* Ve will meet again on 
Thursday of this week to endeavor to draft a revision of the applicability 
section T*ich will have the effect of lessening the impact of the cost 
principles in the fixed-price area, but which, on the other hand, will not 
leave a void in this area as currently exists* I do not intend to let this 
disagreottent on applicability drag on; however, I think that we owe it to 
Industry to seriously reconsider our previous position in this most basic 
portion of the cost principles* 
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It is aqr hope that ve can provide you and the other Materiel 
Secretaries vLth a specific proposal for jwxr fturther consideration by^ the 
end of neoct veek* 



1 Ind 
Draft dtd 1 Dee 58 



VJcdr, SC, USH ^ 
Staff. Director, ASFR DirLsion 
Office of Frocurenent Policy 
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V FBorossa^KKreunoBS absxtbabxix ucujqb cxbzazx nobml OS issmium 

: iMQOMQCimTtOV^ TRi aOVZ811iaST«8 PROPOSALS AT AREAS CT 

JSmCtlCAi. AHft^P^^ .OBJOSt^^c.:- . j;: ;J:::.^-: iJK^^ 
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Memo for Cdr J. Mi Mftlloy, OASD (SM.), Subject t CaapreheMlve Coat 
Plflncipl«t>; 4td> Dec 58 (Con* 

and rtioalA Dc adhered to, vlth * apeclf ic caycat againat "foinula 
pricing" of such contracta* In thia respect, it appeara adriaable^ 
to include ia aection TT acne of tbB language of Sectioa^IH Part 8, 
aa cited in paragraph 6 above, nhidi vill allay induatry*» feara of 
"Tbrnola pricing^* 

d. it most, despite the foregoing, malce elec^: that in pricing 
incentire and redeterminable type contracta, the» nill perforce be 
greater veigbt placed on coat eonaiderations than ia neceaaaxy in the 
other fixed-price ignP^t of con'taracta* 

e» It may be more practicable to bree^ out alT of the fore- 
going except a. aa a separate short Fart in Section X7, vith a cross* 
reference thereto in the Fart 2 "AppUcability" section* Xhis viU 
clearly form a H"* of demarcation, and at the.saae tiaa vill enable 
us to eatabliah true "prineiplea* for the fixed-price -variety of contracta. 

. 9* As yott hare undoubtedly obaemred^ the idea* expreaaed herein ^ v 
do not^ repreaent too radiieei a departure frca the current concept. 
Yet, I feel they go a long vay towards accoDaaodating vhat I cc«aider - 
to be a ftuadaaentally aound induatry poaition on. applicabili^rv At 
the aasM; tine, ve vill not hanre placed ouraelyea in an in d efens ible^' 
poaition id,th, reapeet to the OeneraL Accounting Office.^;:' 

; 10* I aa fumiahing cppiea of this' paper to the'^other repreaentattrea 
oii: our voicing group in the expectation that it may b^ possible, at> 
our meeting this afternoon, to draft some ifpecific recooBendations 
for language along these lines to go in Section X7* Tow vilL recall 
that I have generally adhered to the feelings expreaaed by the departmental 
repreaentatiTea at our laat meeting*. 

0. 44 VBCCHIBITI ' ' 



cct Lt» Col^^^T^ (Anay) ; 
Mr*: E... Jonee (Savy). 
Mr* Kenneth mgore (08D) 




Memo f or Cdr J# M» UBlXoy, QASDCSSbL)^ Subject: CoacprebensiYe Coet 
Principle^ 4t4 k Dec 58 (Cont'd). . . 

^idutix i^^ogx^ tble fact# Mr# Leathern ttated, at the 13 October 
1958 oe^lsgt don%thizsk any of ixa in Indoatry vlll argue on coat- 
reifliburaeaent tgnp^ contracta nor on lucentlTe type contracta or price 
redetermination type contracta^ in nhich froa the outaet ve hare accepted 
coata aa a pricing technique, but object vezy strenuoualy to being 
aubjected to coat detezi&inationa vhen ve did not accept thia type of 
detexttination in eatabliahing the price ftrcB the outaet of the contract* ^ 

d# Ihere can (and should) be included in the principlea a 
direct careat againat *fosmla pricing"* In thoae caaea (in fized-^ 
price type contracta) vhere coat eatimatea.are a factor, primary 
concern ia vith the level of eatlioated coata and secondary concern 
vith the types of coata i n c l u de d in estlmatea#- Thia ia especially 
true in areaa of proactive pricing, vhere coata; eatlmatea are not 
the aole detexminant for pricings The Ooremmeikt'' should provide the 
beat incentive to efficiency be negotiating pricea vfaich vilX encourage 
contractora to control coata*^. 

7# Bone of the fdree^ing ia intended to- convey^tha thou|^ that '^z 
: our people should not - lAere cost, aaalyaia ia required in negotiating a 
fized-prica type contract - utilize the coat principlea aa an aid in > . 
their evaluation of the^ contractor* a prppoaal^ Z feel that, va are- on 
baaically aound grounda in. the concept underlying- '^^propoaed ccnEprehenaiva 
aet, but that have bees too caotioua in cur tezminology (to avoid 
giving tha^ iiapreaaion of CGsqpleta abandonnettt of our right to q;ueation 
certain:; coata), particularly in our zealouaneaa to retain the "^cqoprehenaive* 
concept*' : 

8» To get more- specific aa to the contenta and. coo^oaitlon of 
the ''Applicability'* section, the foUoving observatlona are submitted 
for consideration by our vorking gr^^ 

a; It should state^ dearly that thei principlea are- mandatorily . 
applicable to, and ahould be incozporated by reference- in, coat«^ 
reinburaement type contracta (thia includea tezminatlona of such contracta)*. 

: b*. It should state apecifically that^ foxmaliy advertiaed 
contxaat^ara.not subject to the principlea (tezaiinationa vill be subjects 
to the spvUcable principlea aei forth in 

'■r-'^^y It should state that, aa to the fized^price type of 
contraeta^ the proviaiona of ASBL Section m, Bart 8 are governing 



Memo for Cdr J« }L IfaHoy, OASD (S&L), Subjeet: CcmprebenslTe Cost 
Frloelplt*! dtd ii- Dee 5d (Cent '.d) . - - - 

effeetlTtnesft of tbe methods of price eDalysls outlined In ASPH 3-do8.2 
tbe Moast of tbe propoeed eozitraet> eod the cost and time needed * 
to aeeumal*t» the Infonaatlca neoesaaxy for anaOytls* When cost 
aaalyela Is undertaken, the contraeting off leer most exercise 
Judgnent in detexnlnlng the extent of the analysis*" (ihe btOaziee 
Is 3-308.3 Is too lengthy to incorporate herein* It Is hovererj 
highly significant In eOnsldexlng the problem at hand, setting 
forth as It does conprehenslre treatment on the use of cost 
analysis*) 

3-8o8*6 "When purchases of standard commerelfla or 
modified standard ecomiezelal Items are to be made ftcn sole source 
suppliers, use of the technlqiies of price and cost analysis msy 
not alvays be possible* In such Instances** . .the contractor* s 

price lists should be examined* * * .and negotiations conducted 

on the basis of the "best user,""most farored cust<aer" or similar 
practice eustomarlly. followed by. the contractor*'^ 

b* In Implementtng ASEB Section in Part d; the Am eontalns^i 
the follovlng pertinent provisions^ 

3-808.1 "Under fized-priee^ type contraets. Including 
redeteznlnable tTpes, prices are- to be negotlated> not s^axmte 
elements of cost plus prof it* In many cases, - a breakdoim of price 
Iste cost and profit elements will be useful in the process: of. 
analysis, cyaluation, and negotiation of proposed prices*- A 
negotiated price Is the basis for pagraent to a contractor under 
fixed-price type contracts; aUonable costs are the basis for 
reimbursement under cost-reimbursement, contracts*" 

3-809(a)(2y "Auditors do not re^cnmeisd 'disallowance* 
of costs under fixed«>price type contracts as they do under cost<^ 
reimbursement type contracts because- costs are not relndTursed, 
prices are paid* Therefore, anditors •question* costs in adrisoxy 
reports* 'She contracting officer^ is negotiating price, vill. 
take such questioned costs into consideration, eiercising jud^uent 
in this area and girlng due regard to the fact that prices, not 
eostis,: axe finally negotiated**? 

. e* Bie use of cost principles in the fixed price area need not 
be abandoned or lost, it need only be put more sharply into proper 
perspectiTe, consistent with the abore cited and AFPI provisions* 




Memo for Cdr J. M. MaUosr^ QASD (S&L), Subjeett Cognprebenslre Cost 
FriBttlplat^ dtd Dee 5d (Cont'd) 

at the a«M time preserrixig the Oorernment't ability to price effeotiTely 
lt» f Ized-prlee type of eontraots^ Incliifllng the cooaideTatlon of eoat 
data in areas vbere this is essential, eg., ineentive and redetexninable 
contracts*:. 

6* In support of revision of the "j^Ueabill^ section as 
stated above, the following points are offered: 

a. It is in lEceping with the basic premises of ASPS Section ttj 
Part 8, "Price Negotiation Techniques," trooL which the following 
pertinent excerpts are listeds 

3-807(a) "When products are sold in the open ma^et, 
costs are hot necessarily the controlling factor in establishing 
a particular seller's price. Similarly, where coag)etitlon may 
be ineffective or lacking, estimated costs plus estimated profit 
are not the only pricing criteria....* !Ehe objective of the 
contracting officer shall be to negotiate fair and reasonable 
prices in which due weight is given to all relewairt ftetors. 
including those la ASIB 3-lOU" , 4 

3*607 (b) "While the pubUc interest refoires that 
excessive profits be- avoided, the contracting officer wh v^J^ ' 
not become so pre-occupied with partlenlur eleaehts of « 
contractor's estimate of cost and profits that the most Important 
consideration, the total price itself, is distort^ or diminished 
in its significance*" 

• 3-8OT(c> "a fair and reasonsible profit cannot be 

by slnvly applying a certain predeteznlned percentage to the 
cost estimate or selling, price- of a product." 

3-808.2 (c) "Roufi^i yardsticks may be developed.... to 
point up apparent gross Inconsistenolea which should be subjected 
' to additional pricing techniques^ including cost analysis* Such ' 
yardsticks should be considered as an indispensiAle adjunct to 
cost snalysls, since a study of a slngU offeror's estimated 
costs; in sole source situations will not indicate whether the 
proposed price is fair and reasonable in camarison with, other 
pvo^nets' of the 8Sme.klnd»f - — . 



3-808.3 (a) "She need for cost analysis depends on the 
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MEMOBiunwit JOR ccat^^ 
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1# t Thli^iis In witt^your jreq]^^ a* bur: meetly I 

2 DeccaOser 1958j|.tha* I^f^^ • iirlttett;^regume; oa thinking/ ' ' 

on the J'ApplIcabll^ th* iubJccVprinclplee^ sure - 

yon ea^ «Bpreelat# the ftot tliatr^^ dai» to^ tlu^ 

for preparation^, these thoughtii^ are^ fte^ froo: heisg In^ finished foni4^\^S;x v 
They yHIh^ howerer^ serre^ a•^ ar ^aimrfpr^ft dlacuaaion: li. our ^ -^^^^^^ 
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.^ii^i • --ir ant el^^ of^: certain^ • j^peoif Ij^^ ^^^Btaat^^ 

• ^Ij^; isaued- eixeeptD by^^^unllateralr^deei 
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MBORASDaM FOR IBE j^SSISIASe SBCBEEABX OT 



(SQEBUr ABD LOQISSICS) 



SOBJBCZ: AllovabUlty of", SXttttt-Shariag Plans Vaier Current Mr Foorce 
■■■ ■■■ CoBtrsetS' 



' . The Air Fotree haa again raised thi» probIe% ty telephone iaccalry' 
ftroB Mbx Golden> of the action tdilch sbotild lie taken/vlth. respeot to 
tbe allomMli-lgr of proflt-sfaarlsg plans .laadar ctcrrent contraets* X 
tmdsr stand: that the great aajorlty of Air ?oree contractors are refasing; 
to negotiate final prices under Incentive and price redetemlnahle eo»* 
tracts la ylev of the prohablll-t^ of an lianlnent change In Air ForeeH 
polic^E. vi'UI respect to the allovablli-^ of profit-sharing plans* IQie '^; 
Air Itoee i» desirons of hreeking tbis staleaate and is aakit^ fior our 
acqrcdescenjee to a- change lit Air Force policy TOuI&^recognina v^j 
. these: espensea as:- allovahle*'." -.■X^^ '^^Vv'vij 



/ 



' > As Tcnt recall^ there is x» speclfle guldaneis lii ther ASFB nov idtbv. :^ 
reapeet te profiti>8harlng as it apj^es^ to fixed price <»ixtraots^k AI4>. 
' j^mtpx /pr otL^ is not^^aytloned specific all y^; the presen t Seetl«iJi' 

^ pg^fl^gr iTLtai yjgpaft-fa: to GPCT eonfara gts deals vLth the over-gtrTgSon» -- 

jgqq^nsatioa# The Amor and, BRvy hanre alvays.treated profit* 
' shaving a* aportfoB of oveip-all^^ eoaqpensatipB^^v oSiere iff no exLstii^I^r-^ 
regulation, firoa our office ^l6slLQk ^nft^lA^^^ 

ing its' OTO pcli^: so a» to recocpxLze p m aa allovaUe 

cost*^ ]BEo«s?er;vZ heUevojE^^ jov^ had prevldu^ IndLcalMdvthat . the^' ^ r: : 
Air Foree flhould:,i»t change tlieir curr e nt 'policy until a final dedsioft 
:ia!;thia aBttei^ims'reaehed.'hy;N|r4i>. M8airoy«";t>'li;--' ■ -i'Kki 




^ It seeaa to ar that the Baintenaase of thet status qyo In. this - ; ' 
Isqportant: area aay veil inrolce s^ inibstaatiali, hardship on hoth the Aii;^ ^ 
Force and its contractors«r.v I; Icnbr of no sestiaiimt at the- present- tiaK >i 
that, wcCUt indicate; that th#:preseBt prellwtmry dedsipa: taken hy X ^ 
Mr^fMBSL^og^ changed*Lv zi^ yiev of this situation^ I recoonend ^ 

thati-s«aftiis# the Air Forc« that then vould he no ohjeotion fkoa tfalsc 
offtbe>ti"iw ohaage in the Air: Force ipolloy ihielt would treat profit* I ^ 
gharing^puiBe iUK a 07er-aU,..coB9ensatlon» subject of. course- ■ 

ta tha^cTer-allstest of reasoxahlei»Ss siaUar to that set forth in our>^ 
^latest.draftraT'the' caqprehensiye set.of :.op8t';'prinelples«v ■ 



/r j» M. MMaiorh- 
V car;, oar ' 

.: staff Director^ ASFB SlVlsloa. 
Qfflee of Rroc u reaant Baltoy/^; 




OFFICE OF THE ASSISTANT SECRETARY OF DEFENSE 

WASHINGTON 25. O. C* . 



SUPPLY AND Looisncic^'rs-'^ 



29 December 1958 



MEMOEUM^ THE ASSISTANT SBDRETJiltr CF DEFEaBK (SOPEET AIJD LOGISTICS) 
SUBJBCTr Contract "Cost PrijQciples ' ^ ;v 



^ l«:- At^ your, direction^ I have held nu2nsrous Metiiigs^ 
• tives of ttie^M^ Departments and the Ajssistaxib SecretarsrJctf. Defense'.-: 

(Con?ptrbller); to consider the contract cost prijacipleaK li the^ light "of / 
^ ther^ strong protests^ which have been received from indnsti7?i5:i(^^ 
;:/,tiy€fe has: bieen t6 ;take a fresh look.^ at the entire jphilosc^^ underiLjlng 

V oim]past efforts^ to develop a so-called cbnqprehensive set tl 
r- principles^. Additionally,: we haTe reviewed^ tfie^indiv±<kfii;i^^ coste^^^ 
; and; ourc recommendations in this regard are> set :forth^ 

'-r:^Ak§^ Zi}. Separate^ meetings were held dn^tha research^ and^ deTOlopMj^ 
W principle with additional representatives of; the Military; Dep^ortmant^ ^ 
^and^this^ office 1*0 are concerned^ directly^ i^^ the Depairbnent^" ^ 
; research program^ J We have agreed- on a; substantial revisicm^vour^pj^^ 

V vioua[ldraft::of this principle and^this- new^- draft haa been senfetl^; the. ' 
^- -nriOM k^^ Secretaries f pr ah eaqpressioh, of ^liieir -viewar^ 

: A^ a rerlsip^ of certali pbrtionav (mT 

J th^ cost^ principles^^ ^These changes • are summarized as^ f 61l6w»^* ^ :! V : : I ' 

>^ { , ' 5^ Changed to ■Contract Cbst^ Prirciples ; aiKl>^- : ;V 

Thia^ change is- made^to counter th^ iidustry^ ; 
: i*^^ cladipt that.we have^ included procediiral- and instoructlonal :: ^ 

^type material 

;the detaili which isf iicluded is^ the miniimim necessary for v 
•^proper; administration^ :-'^-fi}K^^^^^" i'*\.^,.r-^v.::.'-'-'|'-^ 




-■■-V <^'"-l^ 



Understand^ . TbdLs^i^^ ' has been changed: ta-k:-:^ 

^i^^ of such ; an advances agree^r:;;. - 

^ / ^7 element of Vqost idJLl/ nb^ in its elf i seirvetto^ ^ ^ ^^^^ 

' J«ke- that element eitheaS allowabletf or xinallowaJDlef^^ 

j " : V we have segregat^^^ the iten^ advance undeit^:^^'^ '" 

■r standings are "normallj^ ; e^sential"^ f rcmr those^ ^rfiere agreemsntir^ 

r\ ajw "normally appropriate* ■ j/V" 'i;;^^ 



D irect Costliig_> We recommend certain technical changes 
in this principle to take care of a concept which was 
inadvertently omitted and to avoid duplication of charges 
under certain circumstances • 

D# Advertisings This principle has been liberalized somewhat 
to includetiie cost of exhibits sponsored by the Government 
as well as advertising for scarce materials or disposing 
of scrap or surplus materials • 

Contributions ani Donations ♦ We have made a substantive 
change in this principle £o"allow the costs of reasonable 
contributions to established nonprofit charitable organiza- 
tions • It is our feeling that industry f\xlly substantiated 
this type of cost as an unavoidable expense. We do not 
believe that we have opened "Pandora^s box* and, further, 
we feel that no insurmountable problems of .administration 
will be encounter ed« 

The Air Foz^ce representative does not concur in the 
above recommendation feeling that, as proposed, this 
principle would open the door to further demands by 
iixiastry, as well as lead to abuses and cooiplex administra- 
tive problems # 

Interests While we recommend that interest costs remain 
unallowable, we propose an addition to ASFR 3->808#U to 
indicate that the extent of a contractor's total investment 
in the performance of the contract will be taken into 
consideration in the fixing of the amount of the fee or 
profit* 

G* Plant Reconversion Costs* This principle has been 

liberalized to allow additional costs by mutual agreement 
where equity so dictates in special cinumstances* 

Rental Costs* This principle has been liberalized to 
include "market, conditions in the area* as a test of 
reasonableness of rental costs # 

1(* Z am attaching as Tab B, a suggested revision of the compensation 
principle* The objective of this revision is to recognize that in the 
detemdLnation of the reasonableness of total condensation, contracting 
officers, as a practical matter, can only cope with the unreasojiable or 
out of line situation* Since this is true, it is felt that we sho\ild 
inject some flavor of this approach into our cost principle to assist 
contracting officers in an extremely difficult area of contract^ adminis- 
tration. The substance of this revision is currently contained in 
paragraph (a) of the Air Force Procurement Instructions* 
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5» We have spent most of our time in reviewing our previous position 
•with respect to the Applicability section of the principles since it is 
the most controversial area both within the Department of Defense and 
with industry. In our review of industry coimnents, we have taken 
particular note of the strong protests lodged against the plication of 
detailed cost principles to contracts of the fixed-price type. I'fliile we 
never intended to utilize the cost principles as a detailed blueprint 
for the establishment of prices in the fixed-price area, we feel that 
industry is justified in their objections to our previous drafts in this 
regard. In addition to the industry protests, the Military Departments 
have expressed a strong desire that our regulations specifically recognize 
the pricing principles incorporated in ASPR Section III, Part 8, as the 
basic guidelines for the determination of fair and reasonable prices for 
fixed-price type contracts. This approach is in contradistinction to our 
previous draft ;diich, however artfully worded, gives Idie unmistakeable 
flavor of pricing by formula. Procurement personnel of all of the 
Departments are apprehensive lest contracting officers use the cost 
principles as a crutch to avoid criticism, to the detriment of our 
generally accepted pricing philosophy. They have maintained, as did 
industry, that this will be the inevitable result of our previous approach 
regardless of our intent to the contrary. 

Our overall analysis of the specific items of cost as now 
recommended is that they are fair and equitable for strict aOTlication to^ 
cost type contracts. In reviewing any of the specific items of cost, we 
are necessarily primarily concerned with respect to their allowability 
in the riskless cost type contract. We feel that we should be more 
conservative, more detailed, and more specific in this type of contract 
than in those of the fixed-price type. 

The need for cost analysis with respect to fixed-price type 
contracts varies in a broad spectrum. In the final pricing of incentive 
contracts, major reliance must be placed on costs. In redeterminable 
type contracts, we are generally looking ahead and, while cost analysis 
is an iii?)ortant factor in estabUshing fair ani reasonable prices, it 
mist be used judiciously and not slavishly. In firm fixed-price contracts, 
the use of cost analysis and the detail of its use varies on a broad 
scale. As we endeavor to fit a given set of cost principles, tailored 
as they must necessarily be to the cost-type contract, to these many and 
vailed pricing situations, we run the great danger of so inhibiting our 
extracting personnel that the inherent advantages of fixed-price contracts 
and our pricing techniques will be lost. ^^^^^ 

^We have previously been guided and influenced by the truism that 
•a cost is a cost regardless of the type of contract". We do not take 
issue with this generality; however, to give effect to this principle 
tends to result in a detailed evaluation of costs in most instances. This 
motivation for specificity in the evaluation of a price will ineviti,ly l^ad 
!nW°S^\f situations in which we need be conferSS 

only with the general level of estimated costs and secondarily with the 
types of costs included in the estimate, jr wxi« uae 



We have stated repeatedly in ASPR that the negotiation of a fair 
and reasonable price requires the exercise of good business Judgment. The 
exercise of this judgment requires flexibility in the negotiation process 
to concentrate on the major elements of a price. Negotiation implies and 
demands a give and take approach so as to arrive at a mutually acceptable 
fair and reasonable price* In this atmosphere of give and take (not 
adamant dictation by one party to the negotiation) it is essential that 
the Government negotiator be providisd with, .the flexibility to recognize 
the validity of a contractor's requests with respect to ai^ element of 
cost in return for a more advantageous concession by the contractor with 
respect to another element of the price • 

The observations set forth above are not new.^ They are the 
basic and inherent problems which have prevented an easy resolution to 
this question over the past few years. If the principles are issued 
with their applicability as set forth in the 21 August 1958 draft, we 
can look forward to continued and violent disagreement with industry. 
We can foresee future misunderstanding on the part of contracting officers 
as they endeavor to reconcile the applicability of the cost principles 
with the pricing techniques of ASFR Section IIIj Fart 8* We can expect 
pressure toward formula pricing emanating from, reviewing authorities such 
as the General Accounting Office. 

In many respects, ^-m find ourselves on the horns of a dilemma. 
Some members of the working group strongly advocated a complete separation, ' 
of all fixed-price type contracts from any tie-in with the cost principles. 
They would create a separate part in Section 17 to cover fixed-price type 
contracts in which the principles would not be used as a "guide" since 
previous experience in using the present Section XV, Part. 2, as. a guide in 
pricing fixed-price contracts had resulted in formula pricing. The 
majorityj however, while concurring in the concept of a separate part for 
fixed-price contracts, believes that since cost analysis is an in?)ortant 
factor in pricing many fixed-price contracts^ we need to state that the 
cost principles will be used "to provide general guidance" in the pricing 
of such contracts. While recognizing that even this latter tie-in to the 
principles runs the danger of some formula pricing, it is recommended here 
as a middle ground which offers the best accommodation of the many conflict- 
ing points of view \diich are involved. 

While we have redrafted the Applicability Section many times, 
we are- not able to present a fully coordinated new draft at the present 
time. Tab C, attached, appears to offer the most practical solution. 
It is furnished herewith to serve as the basis for future discussions of 
the basic policy questions underlying the resolution of this difficult 
problem. 



h 



- The representative of the Assistant Secretary of Defense (Comptroller^ 
does not concur with the views expressed herein. It is his view that to 



4.U ^ J. J. « 7 J. *^ 7 — J.O iijua View Tina^ z 

the extent costs are a factor in prxcing, they should be evaluated on a 
uniform basis regardless of the type of contract involved. He believes 
that the present proposal is inconsistent with the policy previously 
established after thorough consideration at the highest levels within the 
Department, and that the Applicability section contained in the 21 August 
1958 draft, with certain ndnor revisions, should be retained. 




r. M. MALLOT 
jCdr, SC,.USN 

'Staff Director, ASHl Division 



3 Incls 

1. Tab A 

2. Tab B 

3. Tab C 
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12/9/58 



TITLE OF SECnOH 

In order to avoid the charge that ASPR Sec ♦ 17 is not ••Cost Principles" 
as the present title liottld indicate^ m recommend that the title be changed 
to ••Contract Cost Principles and Procedures^**. 



jiPVANCE UNPglSTANDINGS 

Modify l5-20U#l(b) of the 21 August draft to read as followst 

•••••Such agreement may be initiated by contracting officers indiTidually or 
jointly for all defense wot* of the contractor, as may be appropriate* Any 
such agreement should be incorporated in cost-reimbursement type contracts 
or made a part' of the contract file in the case of negotiated fixed-price 
type contracts, and should govern the cost deteimihations covered thereby 
throughout the perfonnance of the related contract • The absence of such an 
advance agreement on any element of cost niU not, in itself, serve to make 
that element either allowable or unallowable* However, the nature of certain 
costs is such that advance agreements are nozmally essential* These arer 

(i) pre-contract costs (ASPR l5-20lt*2 (dd))i 
(iiV royalties ' (ASPR 15-20U.2 (jj)) J 
(iii) travel costs, as related to special or mass persoxmel 
movement (ASIB 15-20U*2 (ss)(5))j 

Examples of others for %rtiich such agreements are nozmally appropriate, though 
not essential, aret 

(±y) use charges for fully depreciated assets (ASPR 15-20U*2 (i)(6))5 

(vl compensation for personal services (ASPR l5-20lu2 (f))j 

(vi; deferred maintenance costs (ASPR 15-20U*2 (t)(l)(ii))t 

(vii) reseaz^h and development coists (ASPS 15-20U«2 (ii)(6))j and 

(tlii) selling and distribution costs (ASFR l5-20li«2 (kk)(2))««' 



DIRECT COSTHSQ 

In order to take ciare of a concept iMch'had been inadvertently omitted 
and to avoid duplication of charges under certain circumstances, ve recommend 
addition of. the following sentence at the end of 1^202(a)t 

l$-202(a) Addt 

••When items ordinarily chargeable as indirect costs btb charged to Government 
work as direct costs, the cost of like items applicable to other woric of the 
contractor must be eliminated from indirect costs allocated to Govenraent wozk**' 

• 

1 TAB 
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ADVERTISIMQ 

I5''20li»2 Llatlng of Costs ^ 

(a) AdTBrtlslng Co8tg> 

(1) Advertising costs Include the cost of advertising media 
and corollary^ administrative costs* Advertising media include magazines^ 
newspapers^ radio and television programs^ direct mail^ trade papers, outdoor 
advertising, dealer cards and window displays, conventions, exhibits, free 
goods and samples, and sales literature^ The following advertising costs are 
allowablet 

(i) J^ve^tising in trade and technical journals, 

provided such advertising does not offer specific 
products or services for sale but is placed in 
Journals lAich are valuable for the dissemination 
of technical information within the contractor' s 
industxT) and 

(ii) help wanted advertising, as set forth in (gg) below, 
idien considered in cotijunction with all other 
recruitment costs # 

(iii) costs of participation in eachibits sponsored by the 
Government for the purpose of developing militaxy . 
applications of products* 

(iv) advertising relating to accomplishment of the 
contract mission for the purpose of obtaining 
scarce materials or equipment, or disposing of 
scrap or surplus materials* 

(2) Except as provided in (iii) and (iv) above, all advertising 
which offers products for sale is unallowable* 



COMTRIBUTIOiaS AND PONATIOHS 

Reasonable contributions and donations to' established nonprofit charitable 
ogaaiaations are allowable provided they are expected of the contractor by the 
community and it can reasonably be eacpected that the prestige of the contractor 
in the community would suffer throtigh the lack of such contributions* 

The propriety of the amount of particular contributions and the aggregate 
thereof for each fiscal period must ordinarily be Judged in the light of the 
pattern of past contributions, particularly those made prior to the placing 
of Government contracts • The amount of each allowable contribution must be 
deductible for purposes of Federal income tax, but this condition does not, 
in itself, Justifir allowability as a contract cost* 
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lU'xmJSS^ OS BQEIRCWINGS /-'^ 

Proposal t Maintain unallowability of interest as a COST^ but revised profit 
policy appearing in ASPR 3-808 •!* bjr adding a new subparagraph (d) and 
relet tering the remaining subparagraphs • The inserted paragraph will read: 

wd* Extent of the Contractor's Investiient* /y ^/^^ c^ nC ipw'y^^ 

\ — • — • — (Jnni^fr^'^ Cr^^tcS) 

The extent of a contractor's total investment,, in the performance of 
the contract will be taken into consideration in the fixing of the amount of the 
fee or profit •'^ 



PLAlir HECO^ilvEhSIOW COSTS 

(cc) Plant Reconversion Costsy " Plant reconversion costs are those 
incTirred in the restoration or rehabilitation of the contractor's facilities 
to approximately the same condition existing iimaediately prior to the 
commencement of the military contract work, fair wear and tear excepted^ 
Reconversion costs are nomally unallowable except for the cost of removing 
Govexment propeirfcy and the restoration or rehabilitation costs caused by. 
such removal. However, in special circumstances where equity so dictates^ 
additional costs may be allowed to the extent mutually agreed upon* 
Whenever such costs are given consideration, care should be exercised to 
avoid duplication through allowance as contingencies, as additional profit or 
fee^ or in other contract s* 



REMTAL COSTS 

(hh) Rental Costs* (rncluding SfiJ.e and Leaseback of Taicillties)# 

Revise paragraph (1) of the principle to read as follows? 

(1) Rental costs of land, building, and equipment and other 
personal property are allowable if the rates are reasonable in light of 
such factors as market conditions in the area^ the type, life expectancy, 
condition, and value of the facilities leased, options available, and other 
provisions of the rental agreement*' '■ ilpplicatibh of these factors involves 
along with other consldera^ comparison of rental costs with costs which 
would be allocable if the facilities were owned by the contractor* 



Tab A 



15 Dec 58/jMM 

COKPEiraAII Oll 

To take care of the glgaatie prolilea laeldent to an eacaaioatlon of ALL 

eoo^easation plans, change paragraph (h) as foUovs: 

Coapensatlon la reasonable to the extent that the total aaoont 
paid or aeeraed la eosBBensnrate vlth ecnpettsatlon paid under the 
contractor's established policy and conforms generally to cftmpffnuBr 
tlon paid hy other eontraetora of' the saae alze. In the saae 
Industry, or in the aane geographic area, ^ for sinllar services. 
In the ad alnlstratlon of this prlneliale. It la recognized -^^hnt : 
not erery ecnpensatlon.ease need he sob.lected in detail to the : 
abova tes ts. Sach teste need he applied only to those cases in 
id>leh a general rerley rereal a aaoonta or types of ccaroensatlon 
lailieh appe ar tuMreasonahle or otherwise oat of line. Hororer, 
certain coodltiona glre rise to the need for special consideration 
and posslhle Uaitatidn aa to allomiblllty for eontzaet cost 
pozpoaea idiere aooosta agppear eaceessive. Among sach condltiraa 
are the follovlngt ate." 

lake eare of the past aarrlee pension credit prohlett by deleting the 
phraae "for serrlcea ottreatly rendered" txcm 15-2(A.2(p)($)a, and insert 
at the beginning of paragraph h(l): 

"Beeept for paat Mvric9 pension costs, it Is for serrices 

rendered daring the contract period." 

1 TAB B 



Part 7 - naced-Prlce Typ« Coatracts 

"... . . . ' 

15-70O'- Scope of Part.' This Part sets forth the gtildellnes to be 
used for the evaluatloii of costs In negotiated flzed-prlee t^pe c<mtraets, 
laelttdlsg tenidnatlons thereof , In those Instances yibBxe sttch evalttatlon 
Is recgtlred to establish prices for saeh eontraets> "Plxed-prlce type" 
contracts Inelade, for pnxposes of this Part, the foUovlng: 
(l) flzm fixed-price contracts (ASPS 3-l»03.l) 
(11) fixed-price contracts vlth escalation (ASIfi 3-^3.2) 
(ill) flxedpprlce contzacts providing for the redeteznlnatlon 

of price (ASPR 3-'t03.3) 
(It) flxed-prlee Incentlre ccn^raets (ASSEL 3-^3.1^) 
(▼) non-cost-relaibiuraahle portion of tlae and aateirlals 
contracts (ASIA 3-^5.1) 
15-701 Basle Considerations, (a) Under fixed-price type contracts, 
prices, not separate elesents of cost plus profit, are to be negotiated. 
A negotiated price Is the basis for pt^nient to a contractor tinder fixed- 
price type epatraets; allovahle costs are the basis for reiiAursenait 
nnder ^eost-relaOmrseiBent type contracts. Accordingly, the policies and 
procednres of . ASFR Section HI, Part 8, are goremlng sad shall be folloved 
In taie negotiation of flxedpprlee type contracts. 

(b) As recognized la ASPB Section III, Part 8, there are vlthln 

■ > ■ ■ 

the fixed-price type categozy of contracts certain sltoatlons, e.g., 
IneeatlTe aad redeteznlasble contracts, la idalch costs are a slgnlflcaat 
factor In the negotiation of prices. In such situation^, costs anst be* 
sabodtted by eontraetors, eralasted by the Gkyreranent, aad used as 

1 TAB 0 



appropriate ia negotiating fatp and reaaooable prices. Howver, since 

^ "^se situations. Is the negotiation of a 
pxlee ratber than the detendaatlon of allQvahle and nnallovable costs, 
the use of cost principles mat be flexible* 

15-702 Cost Principles and Their Use, (a) «hen^ porsoant to 
ASPR 15-701, costs are td he considered In flxed-prl^e type contracts. 
Section Z\r, Part 2, shall he used to proyide general goldance in the 
eoasldsratlon of cost data In conjunction with other pertinent 
considerations as set forth nere ftallj in ASM Section HI, Part 8, required 
to establish a fair and reasonable price. 

(b) Ih using Bart 2 of thlA Section Tf for general guidance, ^ 
contracting officers arb no* necessarily required to evaluate specifically 
each IndlTldnal Itea of cost (as Is required for eost-relidmrsemeat type 
coatraets) la establishing a price; nor shall they be required, la sub- 
Btaatiatiag or justifying a aegotlated price, to erplala the treatwnt 
accorded each such itea of coft. Hotwlthstaadlag the above, contracting 
officers are required to tanj sobstaatiate and Justify any negotiated 
price. (See ASSR 3-dli;) 
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ASSISZABI SECBEZABT OF SEFEBSE 
Washington 2^^ D.C. 



°f C 3 1 ,953 



KESKIRAHEXnC FOB TEE ASSISXABT SECSETAHI OF DEFENSE (CQMETBOXIiES) 
THE ASSISXABT SECBET AHr OF THE AHKX (LOGISTICS) 
THE ASSI9TABT SECHBSART OF THE HA7T (H&XERIAL) 
TEE ASSISEABT 8BCREIABT OF THE AIE FORCE (H&TEBIEL) 

SOBJECTi Contaraet Cost Principles 



As yoa are a^iare^ oar staffs have been re-evaloatlng oar prerioasl 
draft of the contract cost principles in the li^^t of the strong protests 
lodged hy industry at the 1^ October 1958 -meeting sod in subseqaent 
correspondence* The attached meaorandna contains the resalts of this 
staff analysis and contains mch food for thaai^t^ as to oar final 
aresolutlon of this matter. Vhlle I aa not necessarily in agreement idth 
all of the. recommeoidatlons contained in this report^ I think that it 
proirldes a basi« for our fturther discussions/ I mold like to meet *«ith 
yoa upon ny return to Washington in early February for the purpose of 
fozmlating a recosBBendatlon to the Secretary of Defense^ 



(signed) 

PEBEdS McGUIEE 
Assistant Secretary of Sef mse 
(Supply and Logistics) 



Supply and Logistics 
CH 
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Memo to ASD (S&L) 
29 Dec 58 



COPY. 



December 15, 1959 



MEMORAHDUM FOR THE UHDER SECRETARY OP THE NAVY 

THE ASSISTANT SECRETARY OF THE ARMY (5M) 

THE ASSISTAHT SECRETARY OP THE AIR FORCE (PM) 

SUBJECT: Implementation of Revised ASPR Section XV, 
Contract Cost Principles and Procedtirea 



Attached for your information is a recent memorandim 
from the Assistant Secretary of Defense (S£L) which stresses 
the need for a unified approach to the actual implementation 
of the nev cost principles and requests that any implementing 
regulations in each of the Departments he clecured by his 
off ice prior to issuance. 

The need for a unified approach to this matter obvlotisly 
extends to the activities of each of the audit agencies of 
the Aimy^ TTavy and Air Force . Accordingly, any instructions 
or procedures prescribed by the Departments for use by contract 
aiiditors in application of the new cost principles should be 
cleared by my office prior to iss\iance . 



/s/ Franklin B. Lincoln, Jr. 
Assistant Secretary of Defense 

Attachment 



COPY 
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COPY 



December 10, 1959 



MEMOBABDXM FOR THE ASSISTANT SECRETARY OP THE ARMY (LOGISTICS) 
THE ASSISTANT SECRETARY OP THE NAVY (MATERIAL) 
THE ASSISTANT SECRETARY OP THE AIR FORCE (MATERIEL) 

SUBJECT: Implementing Regulations With Respect to ASPR Section 
Contract Cost Principles 



While the recently piublished contract cost principles are a 
substantial step forward, there are many additional areas connected 
vith this task vhich remain to be accomplished. In this connection, 
progress is already oinderway to provide a mechanism for a trl -service 
approach to implement the research and development cost principle ♦ i 
Additionally, I expect to provide you vith more definitive guidelines 
in the near future with respect to the problem of cutting over to the 
nen principles, particularly as they might apply to existing contracts* 

I feel suie that you will agree that it is rather critical for 
us to ensure a unified approach to the actual implementation of the 
cost principles. In order to ensure this uniformity, I would like to 
have any implementing regulations in each of the Departments cleared 
hy my off ice prior to their issuance. This will provide a centralized 
clearing house and will he the hest method of ascertaining such changes 
or clarifications as may he indicated hy our combined experience . 



/s/ Perkins McGuire 
Assistant Secretary of Defense 
(Supply and Logistics) 



COPY 
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December 15# 1959 



m ASSISTAIIT SECaETARY CJ? THE AIR FCaCE (R4) 



Attached for your Infoimtloa is a recent menoranduni 
froBi the Assistant Secretary of Xtefease (SM.) which stresses 
the need for a unified approach to "Uae actual lEpleiaentatiorx 
of the nev cost principles and reqjiosts that any inrplementing 
regulations in 'each of the Dspartanents be cleared by hia 
office prior to issxzance* 

13» need for a unified approach to this laatter obviously 
extends to the activities of each of the audit agencies of 
the Anay, Kavy and Air Forces Accordingly^ any instructions 
or procedures prescribed by the Departanents for use by contract 
auditors in application of the nev cost principles should bo 
cleared by jay office prior to Issxiance. 



BUBJECfTj . Jiaplessentatlon of Revised ASES Section X7, 
Contract Coat Erihciples and Procedures 



/Signed/ 
. ASSISTAtOT SiiXSEEAHX OP DSFEISB 



Attachment 
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a\SD(cai?j?)AUDrjp poucr Dvr 3B352 76321 
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ASSISTANT SECRETARY OF DEFENSE 
Washington 25, D. C. 
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February 10, I960 



MEMORANDUM FOR The Assistant Secretary of the Army (Logistics) 

The Assistant Secretary of the Navy (Material) 
The Assistant Secretary of the Air Force (Materiel) 
■ ■ ^ i.*. . . ■ • . , ■ 

SUBJECT: Uniform Procedures for the Implementation of Contract Cost 
Principles and Procedures, ASPR, Section XV, Part 2, as 
Revised by Revision No. 50 dated 2 November 1959 



♦ 




1. Purpose . The purpose of this memorandum is to establish uniform 
procedures for the implementation of the Contract Cost Principles and 
Procedures, ASPR, Section XV, Part 2, as set forth in ASPR Revision No. 50, 
dated 2 November 1959, with respect to new and existing contracts with com- 
mercial organizations. Procedures with respect to new and existing contracts; 

ith colleges and universities under the revised ASPR Section XV, Part 3, are 
intained in my memorandum dated October 12, 1959. 

2. Background. The Notes and Filing Instructions of ASPR Revision 5C J 
provide that the principles and procedures set forth in that Revision are manda- 
torily effective 1 July I960, but that compliance therewith is. authorized upon 
receipt of the Revision, and that existing cost- reimbursement type contracts 
may be amended to include the revised principles, but only if the amendment 
will not be to the disadvantage of the Government. ' . 

3. ' Procedure. Set forth below are gviidelines to be. followed in implement- 
ing the revised cost princijples. 

■ * ✓ ■ 

(a) Existing Cost- Reimbursement Type Contracts, ' • 

(1) Total costs measured \mder the revised cost principles and 
procedures applicable to costr reimbursement type contracts may differ from 
total costs measured imder'^e cost principles and procedures now incorporated 
in existing cost-reimbursement contracts* Furthermore, while it is probable 
that such differences wo\ild not be substantial in most cases, an accurate appraisal 
of the differences in each case would, in most instances, require an xmwarranted 
amoiint of time and effort on the part of both the Government and the contractor, 
particularly in connection with evaluating the cost impact on subcontracts and in 
fee case, of a partic\ilar concern when it is acting as a prime contractor and also^ 
's a subcontractor to another prime contractor. 




(2) In view of the above circumstances, existing cost-reimburse- 
ment type contracts shall be costed out as a general rule in accordance with the 
Allowable Cost, Fixed Fee, and Payment clause (ASPR 7-203.4) of the contract 
and the cost principles presently incorporated therein by reference. For purposes 
of asc*ertaining the cost principles in effect upon the date of the contract, the 
effective date of the revised cost principles shall be 1 July I960 unless the contract 
has been written or amended to specifically incorporate the revised cost principles* 
An existing cost- reimbursement type contract may, however, be amended to 
provide for the use of the revised cost principles when resolution of the adminis- 
trative problems above does not require an \inwarranted amount of time and effort, 
where such action would not be to the disadvantage of the Government and where 
the contractor agrees to such amendmenti The following factors will be taken into 
consideration in those limited situations where the amendment of existing cost- 
reimbursement type contracts is being considered: 

(1) anticipated increased or decreased costs, if any; 

(ii) administrative savings expected to be gained by 

costing cost- reimbursement prime contracts with 
a given contractor on the basis of one set of cost 
principles; 

(iii) the effect on subcontracts imder the prime con- 
tract (see ASPR 15-204{b)); 

/ (iv) absence or existence of specific contractual pro- . 

visions or other arrangements affecting the treat- 
ment of certain costs^ such as those for research; 

; . (v) in consideration of (iv) above, the appropriate use 
of advance understandings (ASPR 15-107) as for 
/ example, where it may not be appropriate to allow 
independent research costs under the revised cost 
principles in instances where such costs have not 
been allowed heretofore under the existing contracts; 

(vi) other advantages or disadvantages to the Gove rnment* 

Contractors shoxild be required to furnish any data deemed necessary in connection 
with the evaluation contemplated aboye. The cognizant audit activity should be 
requested to provide an advisory report for use in determining the proper 
action to be taken* 




(3) Where existing contracts are amended to incorporate the re- j 
vised cost principles, such amendments should normally be made effective as oi 
the date of the beginning of the contractor's fiscal year nearest the date of the 
amendment, 

(b) New Cost- Reimbursement Type Contracts, 

(1) In the case of contractors having existing cost-reimbursement 
"^^""type cbhtracts" all of which are being costed xmder the old cost principles, new 

contracts shall provide for the use of the revised cost principles, but may carry a 
proviso for the use of the old principles for the period between the date of the 
contract and the end of the contractor's current fiscal year* 

(2) In the case of contractors having existing cost- reimbursement 
type contracts with a particular Department or procuring activity, any of which are 

" being costed under the revised cost principles, any new contracts of such Depart- 
ment or procuring activity sho\ild provide from the beginning for the determina- 
— — tion of costs- in accordance with the revised cost principles. 
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/ (3) In the case of contractors having no existing cost- reimbursement 
pe contracts, the new contracts shall provide from the beginning for the use of 
'the revised cost principles. 



(c) Contract Clauses, The following clauses are examples which ma^ 
be used, as appropriate, in accordance with the g\iidance stated above. 

(1) For use in amending old contracts and in new contracts where 
it is desired to provide for a delayed effective date for the new principles. 
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USE OF REVISED CONTRACT COST PRINCIPLES 

Subparagraph (a) (i) (A) of the clause of this contract 

entitled ••Allowable Cost, Fixed Fee, and Payment'' which 

reads ••(A) Part 2 of Section XV of the Armed Services 
Procurement Regulation as in effect on the date of this 
contract; and^^ is hereby deleted and the following sub- 
stituted therefor: ••(A) Part 2 -of Section XV of the Armed 
Services Procurement Regulation in effect prior to ASPR 
Revision 50 dated 2 November 1959 vmtil . , and 

^ ^ thereafter in accordance with Part 2 of Section XV of the 

Armed Services Procurement Regulation as revised by 
Revision No. 50 dated 2 November 1959; and'*; 




(2) For use in new contracts entered into prior to 1 July I960 in 
which the new principles are to be used from inception. 




USE OF REVISED CONTRACT COST PRINCIPLES 

, J Subparagraph (a) (i) (A) of the clause of this contract entitled 

"Allowable Cost, Fixed Fee, and Payment" which, reads "(A) Part 2 
of Section XV of the Armed Services Procurement Regulation as in 
• effect on the date of this contract; and" is hereby deleted and the 
following substituted therefor: "(A) Part 2 of Section XV of the 
Armed Services Procurement Regulation as revised by Revision 
No. 50 dated 2 November 1959; and"; 

Id) ' Existing Fixed- Price Type Contracts. Contracting officers will 
use the revised cost principles as a guide, in accordance with revised ASPR XV, 
Part 6, in the administration of existing fixed- price type contracts. Such use, 
however, shall be only to the extent that it is not inconsistent with any contractual pro 
visions, understandings, or agreements established in the negotiation of the contract. 

(e) N ew Fixed- Price Type Contracts. Contracting officers will use the v 
revised cost principles as a guide in accordance with ASPR XV, Part 6, in the 
negotiation and administration of new fixed- price type contracts as soon as practicable 
it in no event later than 1 July I960. 




(f) Terminated Contracts. In fixed- price type contracts, settlements 
for convenience termination shall be made in accordance with the termination for 
convenience clause of the contract and the principles for consideration of costs set 
forth in or referred to in ASPR 8-302, as in effect on the date of the contract* For 
purposes of ascertaining the cost principles in effect upon the date of the contract, 
the effective date of the revised cost principles shall be 1 July I960 unless the con- 
tract specifically incorporates the revised cost principles. Settlements of cost- 
reimbursement type cdntracts are governed by the allowable cost clause in the 
particular contract at the time of termination. 

(g) Co St- reimbursement Type Subcontracts. Any amendment of an 
existing prime contract to incorporate the revised cost principles shall specifically 
cover the reimbursability of costs stemming from cost-reimbursement type sub- 
contracts thereimder. ' If the amendment of the prime contract does not expressly 
provide otherwise, the reimbursability of such costs is automatically governed by 
the revised cost principles '(see ASPR 15-204 (b)). If this result is not acceptable, 
the amendment to the priine contract shall provide that, notwithstanding ASPR 
15-204(b), the reimbursabUity of such costs will not be affected by the- amendment. 

(h) Audit Services . In the conduct of audits and the submission of audit 
reports, auditors will use the cost principles incorporated in the contracts in the 



case of existing and new cost- reimbursement type contracts. Auditors will use . 
revised cost principles immediately in the case of new fixed-price type contracts, 
Except where such use under an audit already in process would unduly delay the sub- 
mission of a report. In the case of existing fixed-price type contracts, auditors will 
use the revised cost principles, except where such use under an audit already in 
process would unduly delay the submission of a report or unless the contracting 
officer requests that the audit report be prepared on the basis of the old cost 
principles. ^ 



fsl 

PERKINS McGUIRE 
Assistant Secretary of Defense 
(Supply and Logistics) 




ASSISTANT SECRETARY OF DEFENSE 
WASHINGTON 2S. O. 



COMPTROLLER 

MEMOBANDCM FOB THE AS8T8TMIS SECBETART OF SEFEISE (SUEELY ABD LOGISTICS) 

SUBJECT: Contract Cost Principles 

I have read the proposals of the vorklng^ grov^ 'which you trans- 
mitted by memorandini of 31 December 1958 and conctor in all of the 
wrklng groT9*s proposals except for the proposed handling of applica^ 
bility to fixed porice contracts and the stated reasoning stqpporting it* 

The version proposed In the 21 August 1958 draft, witJx perhaps . 
the inclusion of specific reference to ASPR Section III>^ Bart 8^ 
appears to be a much more meaningful and logical approach* The pro- 

. posed revision votald fall to furnish the uniform guidance '^rtiich I 
had mderstood ve set as our objective* It is deficient in that it 
does not differentiate between the signidCicance of cost principles ' 

; . in retroactive (redetermination and incentive) pricing as agednst^:^^^ 

prospective pricing situations* It could veil necessitate! thesepa^ K 
^ : rate, piecemeal issuance of additional guidelines covering specific^ 

.:'■'/■■.•■} areas or conditions as problems arise in the future* In addition^: fry^^^^ ;^^ 
^■^^^Tft it Is Understood that- the Comptroller General irdgo^ ta^ h^^^'^^ \ ' 
' vllllng to concur in the 21 August draft, in view of his earlier; . 
criticism of that proposal, it is doubted that he would be amenable 
to further beclouding the applicability statement^^l Attached are - 

/ • pommients in greater detail on this recommendation^ . 

Ihus, it is believed that ve should proceed, as soon as possible^ ' 
^ '^^^ on the basis proposed oil 21 August^- 

/ ; 6kfter reflecting the other changes recommended b7 the vorklng grotqp* ^ 
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MDnSAOOC lOR TBI ASSISTAHT SICBSTASr Of 1SIXSSB (SQPflX iSO LCOXSTXlSS) 

Z tfi proTidlBff jTM htrtvitli viili ««rUla b««kgro«ad asUrial 
xm im MMMilM with th» K«t«ri«I at«r«Uvi««* aMtloc «a tte Coatn^t 
CQfi fvlMlplaf. JUiditioiull7» Z « pmridiag jtn with & ijirfl diMt* 
•bovlai t)» MMltiU«a» ^di «• propoa» of ths -narlens itmmm Jltwitait 
' «m ittte«tirr •* th»15 0«t6b»19»»««iliif», ■ .. - <tv;;v: 

Hi «anw«%lctt vitli tte MftcrlaX 8««r«ttfi««» sMtllMr^ it U W 
«9Ml«U«i tM ite Mjoritgr of th« rMMotetiou sate V ite ScmUI ' 
tMk arw9i Z hMd«d» vUl fcvormUr ladovitd. Zr ite ^ 

•pMi/ie oliMSli of oost, tlM rMOMadsiiMi vfaioh wo hacm aoto vltli: ^ 
roopoH W oosirltaiioM oai 4 oa >t i o M vin poravoto tfiMOMias oai oomIKU 
aiMOBl* Z m odvlflod tluA ite Air Am vill oppof» nldaft tld* rtwont 
OB aUomkU ooot* W|dl« oftoff oImmbU vltliia tho Anqr oA ifew fow - ' ^ 
iU oUowobllitjr Z m mMm «t tide tlM to prodlol tlMt flaol^ dipoftM8U:L 

IWimOliOa .'•-•■•..■•1. 

* ' U o«UiBo4 la iqr npovt U >wi^ Uit spMotloa of oppUodMIitir of tl» 
•ooi prlBoiFlOf U tte Mior polst Imoo vithia «bo Ooporta«il of 
OoftM* «i thi poroMsft iiBO« As 7<m vUl roooU» thlo atibjoo^ nliod^ r 
OS ft aojo* iooat br Zadutvy* Z bm hoU Bowrooo dioottooieas oa tl»^ ^ 
Mookioa of ^ipUodbilitr nftoo^ooai io oiteiooloa of iqr voport to yoa, 5 
TtMoa 4iMaooloao um psiawllj hod vitli Mr* Bonaonwi oaA Mp» ; 
fte 4io«M«toao wo dooi«Boi to took o boots for irtwort botvooa ow ^ ' 
offloo obA tboi of tho eo^tfOlIorv oo thot vo aigbt on^voodi^ tbo aootlag 
vitii tte MotorloZ Soorotorlos oa o oomi booio« As a roMlt off thooa . - 
4io«Msl«ast Z half rodroftoA tte opfkUoakiUtgr footioa of tte oesi < : 
pi^oifSM la a BOttMr vidoli Z boliovi vllZ ogrooohla ta tba Gcaptnaiov'a 

•<^f»«» Z b««a soailil to Boka oovtola oonooooloaa to Zndastigr 
idtM doslrogrlBc tte boda ooooopt of tte pfovioas dnfU of tte oppUoa-^ 
bllttr JMtlM^ Z bcfa provlM ooplas this rodrofk to tte KUltoiy Ba» : 
por^MBAsoa oa iatomtX bosls* Tte aotoridl i^oli tes bo«i so pvovldoAv 
lajot fnr^ oa jrw uproot thoot* Z m oitfoovorlBt to provlda tte trtm^ ^ 
writ 190a ^Moh Boiaolly' oeosptobU ogroomoat o«a te roodMd «t tte aootlag ^ 
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KEMOIUHDCK FOR MR* JOOT JOE»OV, GEHSR^_COaiBBL^; Itf lOIAL 



Sia JSCr Coatraoi Cost FriaoiidM. 



Coatrtot Cost ?rln«lpl«». A» yott ar« «var«» W haW 1>««»^^oott* ^.^^^^^^^^^^^^ : 
sidtrlnc A reritioa of Sootloa Hi PwVZ^ of iSm fWf 80»rtla»»- i ^^^^^^; 
Ito «ro^ •Bdo«orlaff to inAliah » rorlidon of^tb* Cait^ iWaolplw 

r-'i ftoTiishlae'T^^ this' ariii^i«'«o<»ort«M^^ 
.'to doTvlop. th«: IS« with du» rogwfd'^tottho^vltwf: ot 
; Vliliitod' BUBibor of oopi«i::'of:-tMtr'p«rtioia4«'d?»f*jh«^ 
■Bd# ant Itf di3tribatlott vithla tlw^ Doptiteant of Dofoi^ 

Ci^f:: tttttaofelra^ 0tiggf siloiaa- whlph^HISA:^«ajr>^'car^?t^p«^^ 



'^^^^Z^i^^}^:*^*rii^'^' '^^^M^W^i¥^^: StafiT Plrootoi'^ilS^Hfe- Dltiilb* 

.............. '^■"'-■■■^;-5ij^|-:r-J:^^^ 
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CONTRACT CO ST P RIHCIFIJS 
AEELICABILITI TO FIXED PRICE COHTRACTS 

Mr« McGulre's memorandtm of 31 December 19^8 trazismltted for 
consideration the proposal of a wrklng group to substantially change 
the material on applicability of cost principles to fixed price con- 
tracts and to place it in a separate part of ASPR Section X7# 

Basically^ the proposal provides that cost principles shall be 
used to provide **general guidance*^ in the evaluation of cost data in 
any fixed price contract vhere costs are a consideration (as opposed 
to the basis for evaluation)* There foUov some of the reasons vfay 
this proposal is considered to be less appropriate than the prior 
approach of 21 August 19?8* 

1* Confusion in purpose and effect — In pcuragraph 5 of the 
staff memo giving reasons for the proposed revised approach^ a major 
point revolves around the fear of fozmula pricing in fixed price con- 
tracts ^ere costs axe a major factor in pricing* There appears to be 
some confusion as to the part idiich cost principles play in pricing 
such contracts* Cost principles apply only to the detei^natl^^of 
costs* Vhat effect costs have on pricing is entirely a separate matter 
based tqpon the clrctonstanees as veil described in the 21 August draft 
and else>diere in ASPR* 

Actually^ pricing is a "formula" (not a dirty vord) matter to 
the extent costs mtist be relied \;^n as the major factor — vhich is 
very often the case* Prices equal costs plus profit allowed* But there 
is no reqjolrement to negotiate and agree i:^n costs and profits separately^ 
except for incentive-type contracts* Yet the contracting off icer^ in such 
cases^ mtast unilaterally evaluate costs as a basis for corrlvlng at his 
detexmlnation of price (vhich price must be a^eed upon vlth the con- 
tractor)^ and for Justifying it to his superiors* In the case of in- 
centive type contracts, the agreed pricing foimula requires negotiation 
of costs separately before price can be determined* Costs must be ap- 
proached by the contracting officer item by Iten in such cases — in the 
one case through negotiation^ In the other by unilateral evaluation* 

Oberefore, detailed evaluation of cost items Is appropriate* 
They should be defended on the same baisis as cost-reimbursement-type 
contracts, especially vhere fixed prices axa retroactively determined* 
Profit allomnces, hovever, (not costs) should be flexible in each case 
considering the appropriate factors, especially the contractor's risks 
and efficiency* 



2i Problem In arrangement of ASPR — While the mere extraction 
of the fixed price applicability material from Fart 1 and placement in 
another Bart (7) appears to be a minor mechanical or technical matter^ 
it could veil lead to confusion# She vorking grovp apparently did not 
consider this problem* Based tS)on strong, objections to a prior atteozpt 
to renumber the Barts^ especially Bsurt 2 because it is referred to in 
thousands of existing cost t^pe contracts^ the asstmtption is that Fart 2 
vould continue to be a statement of detailed cost treatment for stgpply 
contracts vith ccnmiercial institutions • Farts 3 and vould cover 
educational institutions and construction contracts respectively* 
Ihis vould leave Fiart 1 logically for ^applicability'^ ziot only for 
cost«-type contracts^ but all costs* 13ie proposed alternative additional 
Flart^ probably 3, vould be another on applicability to fixed price con^ 
tracts* This vould appear to be an illogical and inconsistent arrange-* 
ment* 

3* Who vill be governed by the principles t ► Almost txaax the 
inception of this project^ there vas basic agreement on the iioportant 
concept that all three of the parties involved in procurements cost ^ 
matters ^ the contracting officer^ the contractor^ and the auditor •» - 
vould be guided by the principles* This has been eminently clear in 
all prior proposals but is not^ covered in the current proposal* aids 
exclusion could v^ lead to confusion ^nd an increase in the cost of 
administration* The concept should be reinstated* 

If* Effect of risk on application of cost principles ~ In 
Justifying the proposed nev applicabili^ Fiart^ there appears to be 
seme confusion vith respect to risk in tvo respects* The first relates 
to the refearence to ''the rlskless cost type contract*.** 'nh'f g seems to 
say that there is no risk in cost t^pe contracts, and to tepl y that 
there is a high degree of risk in all. types of fixed price contracts* 
There are, of course, some risks in the cost type contract the ^ 
problems of termination, ceilings, unallovable costs, etc* Oil the 
other hand, the degree of risks in fixed price contracts varies 
greatly*^ For exBosple, generally in fixed price incentive contracts, 
the risks vould be little greater than in the cost t^e* In fact, 
seme contractors have admitted that they favor incentive contracts 
because of the substantial elimination of risk vlthout the stringent 
Ufflltatlbn on profits* Likevise, retroactive price redetermlDation 
approaohes^^^ the cost^relsibursement basis ixisofar as risk is concerned* 

The second aspect of the confusion relatea to the nattnre of 
payment for risk* Risk is taken into account in tvo vays* Urst, "by 
our ovn pricing and profit policy, risk is one of the factors considered 
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In establlsMzig the level of profit* Second^ the principles contedLn 
a provision allowing for contingencies la estimating costs # Tbus^ It 
vould xiot appear that ve should try to take care of the risk factor 
by Including as a cost in fixed price contracts elenents such as advert 
tlslng^ entertalnaent or contrlhutlon8> lAkLch ve would disallow In 
cost type contracts • This philosophy would tend to becloud management 
evaltiatlon of fees versus profits by classes of contracts^ and runs 
counter to our previously adopted position that no tTpe of contract 
should be more attractive than aoy other solely on the basis of 
treatment of costd# 

5# Retrospective vs prospective iiae ~ The proposed version 
liatps all fixed price contracts in the same category Insofar as applies^ 
tlon of the cost principles are concerned ~ a general guidance basis » 
OSie prior version provided for better guidance In thla respect In that 
It differentiated between their use In retrospective and prospective 
situations • In situations where we €ure looking at hlstorlcaL costs, 
as in the case of price redetezmlniettloh and particularly incentive 
formula settlements based exclusively on Incurred costs, it is believed 
that the principles moist be the basis for detexmination^ There may b^ 
a less compelling reason for asserting they are the basis for prospective 
repricing (P^^ps only a guide), yet to the contracting officer they^ ' 
should be the basis* 
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DEPARTMENT OF THE ARMY 
OFFICE OF THK ASSISTANT SECRETARY 
WASHINQTON 29. O. C 



m 5 1959 



MEaiORANDUM yOR ASSISTANT SECRETARY OF DEFENSE (StLj 
' SUBJJSiCT: ' Contract Coat Principlea ; 

V V . Department of the Army coacvirs la the draft of Section; 
XT, Contract Coat Principlea and Procedures,^ dated 12 May 1959^^; -^ 
referred to in your memo randma of 15 May 195 9» aubject aa above* ^ 




Courtney^ 
Assiatanet Secrel^i^j^ thd Anay.v 
^ (Logifltica) 



v.. i 
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DEPARTMENT OF THE NAVY 
. OFFICE OP THE SECRETARr 
WASHINGTON 



, 2 9 MAY 1959 



MH'IORANDDM FOR THE ASSISTMT SEGRETAEX OF DEFEISE (SUPPLY AIJD LOGISTICS) 

Sub;j$ The Contract Cost Principles and Procoiures, comment on 

Ref t (a) Monorandum. from ASTSECDEF(S&L) of 15 May 1959 re Contract 

Cost Principles and Procedures revised draft of 12 May I959 • 

1. Reference (a) has been reviewed by my staff and with the^ excepUon of 
the following comments, I approve its issuance: 

a. Page h, line 19, after "will not," insert "with the exception of 
the limitations on rentals paid under sale and leaseback agreements. fSee 
ASPR 15-205.3U (c).» Also include on page- 5, as one of tS exanmles of 
costs for which advance agreements may be particularly inportant «(ix) 
Sales and leaseback agreements." This is considered necessaiy in view of 
the specific limitation on such rentals in ASPR 15-205, 3U (c). 

b. Page 31, line ii, change (i) to read "the item ia regularly -manu- 
factured and sold by the contractor through commercial channels for 
commercial end use> " (Underscoring supplied). Change (ii) to (HI) and' 
add a new (iij as follows: "the charges for the itein(s) are nominal in 
amount,* These revisions are considered essential to avoid a situation 
where the "commercial" customer of the vendor is a prime or subcontractor 
to the Government and the prices of the items have not been established 
in the non-governmental market.. Also, if the total volume of such items • 
is substantial, it seems only equitable that they should be charged to ' 
the Government contracts on a cost basis (rather than at a price which 
includes a profit element) in order to avoid the payment of what may be 
hidden profits* 

c. Page hS, top line: the word "allowable" should be changed to ^ 
"unallowable." ~ . ' . 

^ T i-^ff^.^'^.r ^^^^ add (i) after "instances" in the fourtti-line or 
delete . (ii): in; tho fif th line.. • • • 

«^ +w J"?"^*!^ ^ ^^^^ primarily concerned with the applicability 

SLf L^SII^S^^^^^^* CPFF contracts... The^recent letter tv^^ 

^^^^.1^7^^^ a. strong reiteration of this: position. Although I do 

issuance^of the principles should be delayed to accomodate a 
fSinLJ^^f °^ ^ recommend that in the practical iS- 

SiS^i^WM.*^!?"?"?^?""' serviceibe onioned Wavoid the 
"£?!ri?" P'^^^S i*xch industry fears. Should evidence of such pricing 
exist after a reasonable period of iitplementation of the principlSa, I 
strongly recommend further consideration on this matter at S^t tSi. 

a p. MIINE 

Assistant Secretaiy of the Navy (Materia? 
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Utl« i«t ftetli la lani Xf, this iwtiiiV^ S-Joa, ioce^ ttet 
«ar smb costs oeptl.nnlTi< oftor toalaatlOB Aos to tho aogliaoBt or 
vUfial ttilarm of tbo eontzoetor duO;^^* cenoldoM malloiniblo* 

(3) Xttltiol (iootoj laolttdttair itortlac looA aadl pro*^ 
pontoeir ooot«» gononajy vgr b« eeoflteroir ollcrMtoltfi. 

xocnsriag aataro aclslss la tho oovXy itoios of proteetloa ■&& ao^ fUUx 
ol}iaito4 iMMouoo of tlui tonrinitlrm> Sae^- coots Jiii^ laolaB^to tlMir coot 
of lafeor oaA mtorlat* oad tolotoA ow lio oi ottgiliuU ibliO to jucfc ftcrtm • 
OS (i) caEcooolTS opoiloso Mooltlat? Ifeos la039«rifl^^ ' 
tlao oaA ■iilyiww Y txraduotiflft docMloiiaA Inr tMrfciao Osd ; 
of proooooingli (iU) o^ilojrio tz^Lolag^ oaft (It) toiindiliart'^ or loeli^ 
of ojti^riOBOo vltii tho pMduotj^ SKtorlalaf . bh rwifltofeurtui^. jqpooooaos- obH 




groi^orotflnr coots ago eooty laoomd^la' 
ssvlag: to porfbam ths tsaaUiatot ooatzmott incXudla^ om^^ of laitlSIr 
plaaA inriannMionf) oat altorattOBO* sMM nnmt saA p o fw i i i iiol ovfMd-; 
■ uAimtl pMduotlsa ylowrrtng «bA' idalte- s«ttvitioo^,lmt^ oyiOimtMi^ '^iv 
■jctriat lanliiTiOTX aaA' o«nl||Mqit oal ttortiac looA^ecwtsiv'';/'.; 

- oy tr'laitial- oootf oro (tlctiwil - oai laws' aoi- 
boss HgfipttcA oa tlis contxsot(W*s t)eok**' oogrtaatte fiar oottlmoni 
yoftosss riiaU asAo ttm coot xoyOvts oaA o oho^iOos iMlA xsfloot • 
y%tm 10^ mit ooot laoarroA dmrtac^^ tka osiiljr otaios of tlis ooattaotk v 



litea til* 



•UecttttA Oft tUtt 



Mat otli«r t^iitabU basic f uMd^ ludi aa aachlaa or Ubor 



•» Whoa laltial eoata aca laolaM la ttaa 
aa ft airaet «taavit» cugH oeaU Ml aot alaa ba 



iaat tdad la ovariwa^ 



Xoitlal cotta attrlbutifeli^WoB))^ 



toaa of Mofwij ipg^: 
and oquiiMttttt amr W eo naiday^ a^^»ii*Maf veofML Yi> augfc 
■9iolaL teellB^. aadtfaasy: or aqjiipBtaA ia nnt rmimiitj e^abla of V 
iiat la flia ««har vorti o# tlia oMUaaterf (il) ttia iatiiitoat^W lai^ 
■aai la pretaetaA by txwat^ of titla or br othar — -? 1tnt m^pviate 
*r.tba aeatxaetias ofClearj^ W (ili> fte loaa oT uaaltt valoa a« to Wf<{ 

tta taaa mtlo W tb* total ao^pisitlfltt eoat a» 
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ASSISTANT SECRETARY OF DEFENSE 
WASHINGTON 29, D. C 

- - . • ! 

COMPTROU.ER 

MAY 2.6 1911 

HEHGBANDiil FOK ASSISTANT SECRETARY OF DEFENSE (S6L) 
SUBJECT; Contract Cost Principles and Procedures 

By mefflorandum of May 15, 1959, you requested my approval 
of the May 12tli draft of cost principles. In consideration ■ 
of the many divergent viewpoints which, had to be accqomodated 
therein and the urgent need for principles in the negotiated 
fixedoprice area, I give my approval. 



OFFICE OF THE ASSISTANT SECRETARY OF DEFENSE 
WASHINGTON 25, O. C 
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SUPPLY AND UCXSISTtCa 13 Msy 1959 

WMSRiSDW n>B TBS iSSISTAMT SECBETARI OF UESEISE (SWBTLZ iflD LOGISTICS) 
Through: Director for RroeureDent Boliqr 

SUBJECT t Contract Cost Ijrineiples 

Mr, lOlgore and I have net with representatives of the Military Departments 
to consider the changes which were made in the Contract Cost Principles as a 
result of the meetings we held with Industry representatives on 1-3 April 1959. 
I an Inclosing as Tab A a new draft of the Cost PWnciples which we recommend 
for your approval. This draft has been concurred In by all meinbers of the 
special working grotq). 

While we made numerous changes in the previous draft as a result of the 
Justly meeting and our further consideration of the Cost Principles, a great 
majority of the changes were of a clarifying nature. Several revisions of a 
technical nature, such as the definitions of direct and indirect costs, were 
made at the suggestion of the Industry representatives. ITo change has been 
made la the research and developanent principle as a result of our latest 
reviews. ¥e have made certain editorial rearrangements of the material which, 
we feel has is^roved the overall content of the regulation. Por ezaa^le, we 
have included the section on Advance Itader standings in Fajei 1 of the regulation 
in lieu of having it an Integral part of tha cost principles themselves which 
are set forth in Part 2 of tha regulation. 

lour particular attention is Invited to the following changes which we 
recoBBiend for your approval, but which go beyond the type of clarifying and 
technical changes mentioned above t 

The Ljdustry representatives argued strongpiy and rather per- 
suasively that our proposed coverage of the cost of exhibits was much too 
narrow. The previous draft contained the foUowlngt 

"(ill) costs of partioipatlon in exhibits i^on 
invitation of thh Governments" 

Our recommended revision is as follows: 

"(ill) costs of participation in exhibits— 

(a) t^on Invitation of the Goveirnment^ or ^ 

(B) which exhibits are valuable for the pur- 
pose of disseminating technical informa- 
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tlon within the contractor's industry; 
however, such costs are not allowable 
under this subparagraph (B) if the ex- 
hibit offers specific products or ser- 
vices for sale;" 

It is our feeling that the principle as revised does not open 
the door too far with respect to costs of exhibits* We allow costs of 
advertising in trade and technical Journals which do not offer specific 
products for sale but are placed in Journals which are valuable for the 
disseaination for technical information within the contractors' industry* 
It seems logical to us to allow the cost of exhibits under the same clrcum?- 
stances* 

We have revised that portion of this principle which deals with 
costs of part-time education at an under— graduate or post-graduate college 
level bjr deleting the restriction to "technical^ engineer ingj and scientific •" 
Our discussion, even within Defense, Indicated that the term 'technical" was 
subject to varying interpretations* In its narrowest sense, it could be 
considered to exclude certain training which we considered acceptable such as 
training of contract administration personnel and the training of certain 
technical personnel in sound business and cost control techniques* The other 
controls and restrictions which we have as a part of this particular cost 
principle seem to us sufficient to prevent any abuse* 

3* 3-6-603* Cost Principlea nnA Th^ly P^^^ 

The previous draft of a portion of this paragraph was as foUowst 

"(b) Whenever an occasion arises in which acceptability 
of a specific item of cost becomes an issue. Section X7, Fart 
2, win serve as a guide for the resolution of the issue*" 

We have revised the above as follows { 

(b) "In retrospective pricing, whenever an occasion 
arises in which the acceptability of a specific item of cost 
becomes an issue, the appropriate part of this Section X7 will 
serve as a guide for the contracting officer in his conduct 
of negotiations*" ^• 

The Industry representatives were particularly vocal with respect 
to our previous draft* While they would have much preferred to see this para- 
graph eliminated entirely, we were able to work out an acceptable coarpromlse 
which serves to eliminate the lii5)ression which coxald be read into the previous 
draft that we would resolve conflicts on specific items of cost by dictation 
or slavish application of accounting rules* 
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Many of the suggestions offered by Industry were not acceptable to 
our working group and have not now been incorporated in the revised draft • 
Some of these suggestions concern themselves with costs connected with 
patents J taxes and insurance # The Industry representatives felt quite ' 
strongly that we should change our principle on bad debts to restrict 
the unallowability of such a cost to •commercial" bad debts on the theory 
that there are numerous instances within the Defense industries wherein 
bad debt expense is encountered in connection with govezment contracts, 
without the fault or negligence of the contractor # Vhile some of us 
felt that the Industry point here was well taken, the departmental 
representatives did not consider such a revision appropriate hence 
It has not been made in the attached draft • 

It la my hope that we can expedite the remaining clearances necessary 
in connection with these cost principles to the end that they can be sent 
to the printer during the month of June* In this way, they could be 
mandatorily effective on 1 January I960, although they would be available 
for use tqpon publication* The following specific actions seem necessary 
prior to the releasing of this regulation for prlntlngi 

1# The attached draft should be specifically approved by the 
Materiel Secretaries of the Departments and Mr* McNeil as soon as possible* 
This could be accoB^llshed by memorandum, by discussion at tiie Materiel 
Secretaries weekly meeting on 21 May 1959^ or in al special meeting called 
for this pusrpose* 

2* The question as to the necessity of obtaining the specific 
approval of the Secretary of Defense should be decided* 

3# The method by which we deal with the General Accounting Office 
should be determined and the program of action in this regard should be 
initiated* 

Ve have a commitment to discuss the cost principles prior 
to publication with Dr* Satilnler and the Committee on Government Activities 
Affecting Costs and Ptices* 

^cdr, sc, mix ^ 

Staff Director, ASPR Division 
Office of Ptoeureoent B>lie7 

1 Ind. 
Tab A 
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15 May 1959 



TO J Mr, Ernast BrackBtt . 

JHOMit Car^ Ji K. Medley ^ 

SUHJECri; Contz-act Cost FrlaelplaA: 



:1: 



Aa prcMdisad in ay letter of 12 May- 1959^ I aa attaching, a^ :;^'^^^^^' ^ 
copy, of the latest draft of the Contract Cost Prlnclplee^v Thlsl^ 
draft has not been released aa yet^ and hence I would request^ thaV< 
you reftraln from, naking any distribution beyond yoiic of f IceV r I will;' 
keep yoo; posted as to the status of approTal. of thir dyai^^trtt iitft ^ 
'the Departaent of .Definae.iii^-'\ ':y' '-y^^'^ "r^-^ .'-Vx • v. ^.vJ-A- ' 
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QFFTCB OP THE ASSISEAHT SECRECARY CSP DEEEHSE 
Si^fply and Logistics September 7, i960 



Dear Admiral Boyle: 

Your letter of 8 July asks for our response to nine specific questions 
relating to the application of ASPR 15-205#35^ covering alloTObllity of a 
contractor's Independexit research and development costs. In light of the 
provisions of ASPR 1^-107 ^ch provides for an advance understanding on 
particular cost items (i nc l ud ing research and development), and DOD Instruc- 
tion 4l05«52 vhlch provides for tmlform negotiation of such costs and estab- 
lishes an Armed Services Research Specialists Committee to provide scientific 
and technical advice in connection ^th the negotiation* 

At the outset a brief analysis of the documents cited may facilitate 
an understanding of the problem* 

ASPR 15-205* 35 allows a contractor's Independent research and develop- 
ment expenses on the basis specifically described* It indicates that ad- 
vance tmder standings are particularly inportaxxb vtih contractors whose 
work is predominantly or substantially with the Government* General guide- 
lines as to the reasonableness of this cost item are included and several 
alternative techniques are provided for use in those situations where it \ 
is determined that the cost is umreasonable and^ hence, 'the Government 
should not bear its full allocable share of the total research program* 

DOD Instruction kl03*52 makes provision for the negotiation of coiw 
tractors* independent research and development costs by a single military 
department when (i) the research and development costs are substantial, 
(11) a substantial portion of the contractor's business is with the Depart- 
ment of Defense, and (ill) the contractor's defense work involves contracts 
with more than one military depaartment* The Instruction also establishes 
the Armed Services Research SSpedalists Coandttee and assigns to the Caar- 
mlttee the mission of providing, when requested, advice to the sponsoring 
department on the scientific and technical factors which Influence the 
extent to which the independent program should be supported. 

Ifow we will respond to your specific questions. 

1# Question 1 presumes that the Armed Services Research Specialists 
court ttee will negotiate advance understandings. As stated above, the 
Mgotlations of research costs will be undertaken by the military depart- 
!!2\f^*^^ *^ ^ Research Specialists CommLttee. While the recom- 
aMtetlons of the ASRSC will necessarily be advisory in nature, they will, 
wertheless, be given great weight by the military departments. 



She faoood portion of the qriestlon has to do idth "Rliether the nego* 
tlatlon procedures are a;\rallahle (a) to azQr contractor ybo desires to 
recorer research and devialopoeat expenses^ or (b) T9ho also does business 
idth B»re thaa one department* It vlU not be necessary for all contractors 
vbo desire reccrery. of Independent research and derelopinent escpense to be 
considered tmder the procednres established by DQD Instmctlon 4l05«52* 
OSnis^ where a soall axnotint of cost Is. Inrolyed^ either becatise of the size 
of the research and derelqpfient prdsram or due to the minor asiount of defense 
contracts^ or vtere a contractor Is deallxag only with one Departmsnt^ It will 
usoalljr not be feasible to trtlUse the centralized negotiation procedtcre. 
Bowerer^ a contractor who Is dealing with more than one ollltary departsient 
and who particularly desires to negotiate a centralized advance tinderstandlng^ 
notwlthstanSlng the aiobn&t of cost IznroHred, will be acconBodated to the 
extent that the cnrrent workload will pemdt* A contractor who is dealing 
with only one departmexrt^ but with several different activities within the 
one departffisnt, nay request a centralized negotiation within the departaent. 
the results of which will be used throughout the departa»nt« 

2. Oils question asks whether the dollar yoIubb of contracting deter* 
nines whether a contaractor will negotiate centrally and Inquires If there 
are additional factors which suggest the need for such negotiation* !Ihe dol- 
lar yoltone of contracting^ as such. Is not significant; howerer, the asDount 
of ladepeodent research aad derelopiaest eagsense allocable to defense -mrk. is 
an la^artant criterion* Additional factors are tAiether a substantial portion 
of the contractor's business Is with the Departaent of Defense and whether 
the contractor's defense work Imrolres contracts with more than one sLUtary 
depcurtBient* 

3* This question asks If contractors iriio.wlll participate In the 
centrallaed negotiation of research and developinent expense will he limited 
to those who negotiate final overhead rates on a centralized hasls. Bxe 
centralized negotiation of research and derelopannt expense will not he 
restricted to those who centrally negotiate final overhead rates. Advance 
understandlnga reached hy the research and developmBst negotiators will of 
course be utilized during the negotiation of final overhead rates. 

h. nils question asks the role that Govemnent scientific and techni- 
cal personnel will play In negotiating advance tmderstandlngs In the research 
and developnent area. OSxe Arasd Services Research Specialists Comlttee will 
renewj when requested by the negotiator representing the spoxworlng depart- 
"^LJt* *"*«P«n^n* research and development programs of defense contractors 
?JJJ5ii idxether there has been an adecpiate segregation between the 

xndep^denj research and the Independent developaent programs. Additionally, 
jae cMttttee wlU report and make recommendations directly to the sponsoring 
S^r!?-J? scientific and technical factors affecting the basis or 

S contractor's independent research and development program 

™w oe s^nwted. In carrying out its responsibilities, the committee 
*** wajize. Where appropriate, the services of other research specialists. 
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5« ThlB question asks lAether the military* departnenta ^11 "control^' 
a eostraotogr's Isdepaodeat research and developtaent program. Our approcudi 
Is coscenwd only vlth the problem of cost allovabllltj and not "eontrol*" 
When the oost of a contractor's Independent research and deyelopoent program 
Is found to he "reasonahle", there Is no gtiestlon of "control" involved. Of 
coarse^ lihen a determination is made that a contractor's proposed program is 
not reasonable and^ hence^ the fuU allpeahle portion not he aUoved, 
there is a measnre of control being exercised* Shis tys^ of control, however, 
is oriented toward the reimlmrsement of costs mtiex Defense contracts. Any 
contractor is obviously ftree to pursue any typ6 or level of research at his 
own e^^ense. The provision making Independent development costs allowable 
onlgr on the basis of a showing of relationship of such costs to the product 
lines for iMch the Government has contracts might be considered a type of 
control* Eovsver, broad control of the contraetcor's independent research 
and development program is not intended* 

6* ' Zbis question asks if a disUnction «L11 be Bade between contractors 
tdu>se business is primarily ecmmereiaX aa against those ^se business is 
primarily Govemaent. The mix of Government and conmsrcial business is an 
lugpoortant consideration in connection with the evaluation of wasxy elements 
of cost and will be particularly so in conneetioa with research and develop- ' 
meat costs. ¥e have found it necessary to scrutinize costs with more care 
in eonneetion with contractors whose work is predoodnantly or substantially 
with the Government* However, the same tests of reasonableness will be 
applied in each instance and the mix of go ve r nn eat and eooBBerolal. business 
will not, per se, oostrol the final result* 




7 and 8. These questions concern themselves with the use of cost 
sharing formulae and request clarification as to whether cost sharing is 
appropriate unless there has been a preliminary finding that the over-all cost 
Is unreasonable. It is our yiew that a preliainary decision of unreasonable- 
ness should generally precede the use of cost sharing methods. In the event 
a contractor? s business is substantially comBerclal, it is expected that the 
pro rata amount of research and develepment e^qpense allocated to coottarclal 
business will, act as a deterrent to the incurrli« of unreasonable or unneces- 
sary fiosts. In such instances a cost sharix^ arrangement will not nornBlly 
be necessary or desirable* lowever. In those Instances where a contractor's 
business Is primarily with the Government and the contractor's research and 
tev^qpment program is so substantial as to apjpear to be unreasonable in 
jnomt, it nay be desirahle to enter iuto a cost sharing arrai«ensnt in order 
to provide a mottvatlon f or more efficient aeeoo^shneat of the program* 

.^ui ■°^«_^8tlon asks whether further guidelines will be issued to 
fSttTtff^^f reasonableness or other criteria 
tor ue recogniUon of research and development costsi While we do not nov 



-3- 



anticipate that further direction ttLU he n^i^^ci^^ ^ 

departn»nt. will Issue such l»^e«nSS?S:?^oSf^ri^!.SS*^ 
as are fieeessaiy to operate the system which has h^ wtiSSSr 

Sincerely yoors^ 

/•/. 

0* C. SAlQIERHlUr 
Director for FlrocnrenBiit PoUcy 
Besr Adatral Jas. D. Boyle, XJSS (Ret) 

fbshiagtoa 6, D, c» 
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THE CHAIBMAH OP THE 
COUNCIL OF ECONOMIC ADVISEBS 
ViSHINGION 



Februar7 24, 1959 



MEMaBANDUM FQRi Perkins McGulre 

Assistant Secretary of Defense 



It has come to attention that certain revisions in 
the cost principles of ASPR are tinder consideration in the 
Department of Defense^ that such revisions are about to be 
made, and that they are likely to have a significant effect 
on costs under cost— reimbursement type contracts^ 

I would appreciate an opportunity to have this matter 
discussed before the Committee on Goveamment Activities 
Affecting Costs and Prices, natisrally, in advance of the 
issuance of such revisiohs^ Would you be good enough to 
suggest an appropriate date for such a discussion? I 
would appreciate it if you would notify John Hamlin, Executive 
Secretary of the Committee, of the date you would find agreeable # 



(signed) 
Raymond J. Saulnler^ 



COPT 
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APPENDI^X A . 



CROSS RSFIglEMCE TABUS OF SELIiCTED COSTS IN Hiaj MP OXP 



Cost Item 



Fringe Benefits 

Insurance and Indemhlf Icatibn. 



Interest and Other Financial. ^osts 
Labor Relations Costs. 
Losses on Other Contracts 
Maintenance and Repair Costs^ 

Manufacturing and Production Engineering Costs 
Material Costs 



Material Handling 

Miscellaneous Office and Administrative Services 
and Supplies, Including Communication Expenses 

Organization Costs 

Other Business Expenses >i 
Overtime, Sxtra-Pay Shift and Multi-Shift Premiums 

•Patent Costs ^ ■ , ■:^,-j,:.-r.: ' 



New 
Section XV 
Paraf^raph 

15-205.1$ 

15-20^.16 



15-205.17 
15-205.18 
15-205.19 
15-205.20 

15-205.21 
15-205.22 



15-205.23 
15-205. 2U 
15-205.25 

1-5-205.26 




^ Old ' 
'Section XV^^^^f4L 
Paragr aph }U 




l5-20li(b) . 
l5-205(p) 

i5-502(d) >i' 
i5-502(f) 

l5-205(k)(r) 



l5-205(n) 

l5-20li(q) t 
15-205(0) ^ 

l5-20li(j) 

15-202.1 

l5-20ii(k)(u) 

l5-502(e) 

i5-20li(r) 



l5-20U(m) 

15-205(1) 

l5-20U(e) 
l5-20l;(ri) 

i5-502(h) 

l5-20l;(o) 

15-502 (i) 



'•■.jiii 
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DEPARTMENT OF THE NAVY 

OFFICE OF THE GENERAL COUNSEL 
WASHINGTON 2S. O. Ct. 



OGC/MHS:ag 
3 June 1959 



MEMORANDUM FOR COMMANDER JOHN M. MALLOY 

Subj: Treatment of Taxes in the Revised Draft of ASPR 
Section XV 

1. I imderstand that the latest draft of ASPR Section XV 
has been sent to the Materiel Secretaries for review. I have 
two conments on the treatment of taxes in ASPR 15-205(41), I 
believe that both of these comments can be accommodated at 
this time without anyone being accused of "major surgery." 

2. ASPR 15-205(41) (a) (iii) speaks only of exemptions avail- 
able to the contractor directly or available to the contractor ^ 
based on an exemption afforded the Government. Exemptions ^ 
are also available to subcontractors for various reasons. In 
order to include certain of these exemptions, I recommend that . ✓ 
ASPR 15-205(41) (a) (iii) be revised to read as follows: 7 V ^' 

------ Af^'- I J f 

"(iii) taxes from which exemptions are available [ / 

- to the contractor or cost-reimbursement C^^^ l-K 
type siibcontractors directly, or available jr,- ^ -r 
to the contractor or such subcontractors - 5'^*' 
based on an exemption afforded the Govern- ''"XC^ 
ment " . 

3. The lanpage of ASPR 15-205(41) (b)(i) is not clear as 
to who makes the determination as to the -existence of a claim 
of illegality or erroneous assessment. It could be the con- 

*^°fi ^'^^ Government, or a third party. Taken alone, this 
ambiguity is not harmful. In fact, insofar as it tends to 
increase the number of instances in which the Government is 
notified of a tax problem, it is beneficial. However, the 
?f ^ ambiguity on (41)(b)(ii) may be troublesome. 

1! di^t,?«^^f ""u^^ contractor-and the contractor alone 
if «n f^^^^ '^1^^^'' * l^S^l P'^oblem exists, and only when 
he so determines that a problem exists must he request in- 



FORSVORD 



Th i^ index hafl been compiled to facilitate reference to the principles for the determination of cost 
ciirrently incorporated in Department of Defense research agreements with educational institutions. These 
principles ar# indexed as of the text current on the bases indicated: 



Section XV, Part 3 - Revised 

Department of the Army, Department of 
the Navy and Department of the Air 
Force Joint Letter No. 4l 

Section XV, Part 3 (and applicable 
portions of Parts 3 end 6) - 
Original 

Blue Book 



Armed Services Procurement Regulation, 
Change No. 50, dated 2 November 1959 

Dated 26 August 1959 

Appendix R« Department of Defense Contract 
Audit Manual, Change 2, dated 7 May 1956 

Explanation of Principles for Determination 
of costs under Government Research and 
Development Contracts with Educational 
Institutions War Department - Navy 
Department August 19^7 

When this topical index was originally contemplated, there was some doubt concerning the value of 
indexing the Utter two documents. However, it now appears that many research agreements may continue 
to completion utilizing these documents as the basis for the determination of allowable costs. Accordingly 
it is not unlikely that institutions may be performing research agreements under the original and revised 
principles simultaneously. It is hoped that the index as prepared will prove useful to both Government and 
institution personnel confronted with this situation. 

The indexing process disclosed certain variations in terminology among the several documents, 
following are some of the more iaiportant differences: 



The. 



Section XV, Part 3 * Revised 
and. Joint Letter No. 4l 

Allowable costs 

General administration 
and general expenses 

Indirect costs 

Material costs 

Operation and 
maintenance expenses 

Other institutional activities 

Research agreements 

Unallowable costs 

Use allowance 



Section XV. Part 3 - Original 

Allowable costs 

General administration 
General expense 

Indirect costs 

Materials 

Materials and supplies 

Operation and maintenance 
of physical plant 

Noneducational activities 

Contracts 

Unallowable costs 

Use charge in lieu 
of depreciation 



Blue Book 



Admissible costs 

General administration 
General expense 

Indirect expense 

Materials and supplies 

Operation and maintenance 
of physical plant 

Non-educational activities 

Contracts 

Inadfflisisible costs 

Use charge* 



For purposes of uniformity, the main captions utUiaed coincide with the terminology in the revised 
principles. For example, all references in the original principles to the subject "Contracts»«are indexed 
under "Research agreements." Similarly, references to "Indirect expense" in the Blue Book will be found 
in the index under "Indirect coats." In order to avoii' any confusion, the index has been completely cross- 
referenced to show the captions superseded. 



Revised 
Section XV, 
Part 3 



Joint Letter 
No, 41 



Original 
Section XV, 

Part 5 Blue Book 



ABSENT TIME 

Vsee flblidayai MiUtary leave; Sick leave; Vacations 
ACADEMIC STAIT 

. factor in apportionment and 

allocation of indirect costs 

ACCIDENT INSURANCE 
. allowability of cost 
. see also Staff benefits 

ACCOUNTING FEES 

. see Professional service costs 
ACCOUNTING SYSTOffi 

. application of generally accepted and 
established accounting practices 
of colleges and universities 

ADMINISTRATION BUILDING 

• operation and maintenance of physical, plant 

• as general adainistration and gener&d expenses 

• as part of instruction and research facilities 

• use allowance 

• classified as general adal nistration 

and general expenses 

ADMINISTRATION EXPENSES, RESEARCH 

• see Research adainistration expenses 

ADMISSIBIi: COSTS 

• see Allowable costs 

ADVERnSING 

• allowability of cost, extent of 

• see also Help wanted advertising .• 

AGRICULTURAL COLIiXSE CREAMERT 

• as extension service 

ALLOCABILITT 

• as test for cost allowance 

ALLOCATION. OF INDIRECT COSIS 

• actual conditions, consideration of 

• coomon pool arrangement 

• defined 

• elimlsatlon from indirect costs of items similar 

to those charged direct to research agreement 

• ''exclusive of capital expenditures 

and use allowances," interpreted 

• factors to be considered 

• inadequacy of normal bases justifying negotiated 

fixed amounts in lieu of indirect costs 
. ♦•instruction activities," defined 

• materiality of amounts 

• abbreviated procedures 

• multiple rates 

• procedures 

• insdvlsability of classifying certain other 

institutional activities as instruetlon 
and research 

• process of, defined 

• research separately administered 

• segregation of base into segments 

• sequence of distributions 

• significant changes in conditions 

• single base versus multiple bases 

• single rate basis 
. where inapplicable 

• to research agreements 

• usage of term 



15-306.1(c) 



15-307.3(a) 



15-301(a) 



15-306.1(c) 
15-306.3(c) 
15-302.3 

15-305(b) 



15-306.1(c) 

15-301(d) 

15-306.1(c) 
15-306. 4(b) 
15-306.3(d) 
15-306.3 



15-306.3<e) 



15-306.1(c) 

15-306.3(c) 
15-306.3(d) 
15-306.1(b) 



15-30'f(g) 



15-301(a) 



15-303.3 



36(a) 
36(a) 



33 



35 Note k 



15-306.2(1) 



15-306.3(a) 



15-302.6 
15-302.2 

15-306.3(b) 
15-306.1(b) 

15-306.2(1) 



15-302.3 



15-303.2 



1 



ALLOCATIOir OF INDXRECT COSTS (Cont'd.) 

• also Area;:43tirect salaries and wages; 
£bcpendlture«t total; Eacpendltures, total 
direct; Population; Space utilization 

ALLOWABLE COSTS 

• examples of 
. tests for determining 

• fl^^ also Costa; specific items such as Communication 

costs; Maintenance costs; Pension plan costs 

ALLOWANCES BY SUPPLIERS 

• as credits to indirect costs 

• aa. deductions from material costs 

ALTERATION COSTS 

• leased property i as termination costs 

• see also Rearrangement and alteration costs 

ALDMNI ACTIVITIES 

• as general administration and general expenses 

• unallowability of cost 

AMUSEMENT COSTS 

• as entertainment costs 



Revised 
Section XV, 
Part 3 



15-307r3 
15-301(a) 



15-307.3(s). 



15-307.3(mm)(5) 



15-307.3(hh) 



Joint Letter 
No. ^1 



Original 
Section XV, 

Part 3 Blue Book 



15-30^ 
15-301 



15-302.1 
15-302.1 



12 



2'f 



ANNUITY PREMIUMS 

• Pension plan costs 

APPLICABLE COSTS 

APPLICABLE CREDITS 

• defined 

. sea also Allowances by suppliers; Qash discounts; 
Credits and refunds; Pension plan costs; 
Rebates, Scrap credits; Trade discounts 

APPLIED RESEARCH 

• see Research, applied 

APPORTIONMENT OF INDIRECT COSTS 

• actual conditions, consideration of 

• between instruction and research, 

and other institutional activities 

• defined 

• factors to be considered 

• group insurance, annuity premiums . aind pensions - 

• method, when not included in general 

administration and general expenses 
. inadequacy of normal bases justifying negotiated 
fixed amount in lieu of indirect costs 

• materiality of amounts ' 
. abbreviated procedures 

• other institutional activities, 

yardsticks for classification 

• procedures 

• inadvisability of classifying certain other 

institutional activities as instroetion 
and research 

• process of, defined 

• sequence of distributions 

• significant changes in conditions 
. single base versus multiple bases 

• usage of term 

• see also Area; Expenditures, total 
AREA 

•apportionment of operation and 

maintenance expenses, basis for 

• see also Space utilization 

ATHLETICS, INTERCOIXEQIATE 

• see Intercollegiate athletics 



15-307.3(j) 



15-305 



15-305 



15-302.6 



15-306.1(c) 

15-306.1(a) 

15-302.2. 
15-306.1(c) 



15-301(d) 

15-306.1(c) 

15-306.'f(b) 



15-306.2 



15-303.1 



35 
36 



26 



15-306.1(c) 



15-306.2(ii) 



15-302.6 



15-302.6 
15-302.2 
15-306.1(a) 
15-306.2 

15-306.2(1) 
n5-302.2 



15-303.1 



15-303.1(b) 36(a) 



AUDIT 

, coordiflAtion 

by ArflT or Navy auditors 
reaearch a«r«ta»ata subject to 
• aeneral Accounting Office 

ADDiniO EXPENSE 

. as general adadnifltration and general expenses 

AUXILIABy ENTi3??HISES AND ACTIVITIBS 
. as other institutional activities 
. examples of . 
. unailowability of cost 
see also Other institutional activities 



Revised Original 
Section XV, Joint Letter Section XV, 

Part 3 No, ^1 Part 3 Blue Book 



15-302.6 



39 

39 ^ 



39 



35 

35 Note 1 
15-305(j) 38(b) 



BAD DEBT L05S2S 
. unallowability 

BIDDI!IQ EXPENSES 

. aUowability 

. see also Proposal costs 

BOND DISCOUNT AND EXPENSE 
. unallovability 

BONDS 

• allowability of cost 

. • see also Insurance and indefflnification 

BONUSES 

• in connection with obtaining Govemment 

contracts 9 unallowability of cost 

BOOK STORES 

• as auxiliary enterprises and activities 
. as other institutional activities 

BOOKS 

• cost allowance 

• subject to terms of research agreement 
« unallowability of cost 

BOOKS, LIBRASr 

. see Library bookn 

BORROWED CAPITAL 

• interest cost, unallowability 

BUILDINSS 

. profits and losses on disposition, 

excluded from research agreement coats 

• repairs and normal alterations 

• as operation and maintenance expenses 

• unallowability of cost 

• use.aHowanea 

• see Use allowance, buildings 

BUSINESS 07TICER 

• as general «dsl niwtratioh and general expenses 



15-307.3«lE>) 
15-307.3(aa) 



15-302.6 



15-307.3(k) 
15-307.3(c^ 



15-307;>(k) 



15-307»3(z) 

15-30i^(iii) 
15-307.3(c) 



15*305(a) 38(m) 

15-305(f) 38(k) 
15-304(a) 

15-305(b) 

35 Note 1 



L 



l5-305(d) 38(f) 



15-305(f) 38(g) 



28 



2k 



CATEZESZA, BOKS SCQNOHCEC 

• as eztensloa service ^ 

CAPITAL ASSSS 

• see Buildings I capital expenditures; 

Equiposnt | Library books 

CAPrCAL EXPENDITURES 

• civil defease costs, unallowability 



15-307.3(d) 



35 Note k 



3 



15-307.3(c) 



Revised 
Section XV, 
Part 3 

CAPITAL EXPENDITUEES (Cont'd.) . 

• excluded from base for 

apportionment of indirect costs 

• excluded from Indirect costs 

• excluded from total expenditures base for allocation 

of general administration and general expenses 
/special assessments on land, unallowabUlty of cost 15-307.3( jj)(ll) 

• unallowabUlty of cost 

• use allowance 
• see Use allowance 

CAPITAL IMPROVEMENTS 

• see Capital expenditures 

CARE AND MAINTENANCE OF GROUNDS 

• see Grounds 

CARTAGE 

• allowability of cost 

CASH DISCOUNTS 

• as credits to Indirect costs 

• as deductions from material costs 

CATALOGS 

• unallowabUlty of cost 
CHAPELS 

• as other Institutional aetlTlties 



Joint Letter 
No. ^1 



13-306.2(1) 



Original 
Section XV, 

5 Blue BoQtr 



35 
35 



% 



CIVIL DEFENSE COSTS 
, allowability 

CUIMS AGAINST THE GOVERNMENT 

• unallowabUlty of professional service costs 

COLLECTION COSTS 

• see Bad. debt losses 

COMMENCEMENTS AND CONVOCATIONS 

• as general administration and general expenses 

• inapplicability of cost to research agreements 

COMMISSIONS 

• in connection obtaining Government 

contracts, unallowabUlty of cost 

COMMON ITEXS OF MATERIAL 

• as tennittAtion costs 

COMMUNICATION COSTS 
. allowability 

• toll charges 

• allowability 

• as direct costs 

COMPENSATION FOR PERSONAL SERVICZS 
. allowability 

• see also Direct salaries and wages; 

Salaries and wages . . 

COMPLEMENT, ORIGINAL 

• see Original complement - equipment 

COMPOSI^ BASE 

• allocation of indirect departmental expenses 
CONFEStENCES 

• flg» Meetings and conferences 
CONSTRUCTION WORK 

• multiple rates for allocating indirect 

costs, as justification for 



15-307. 3(kk) 

15-307.3(a) 
15-307.3(hh) 
15-302.6 
15-307.3(d) 
15-307.3(y)(3) 



15-307.2(1) 



15-307.3(nffli)(2) 
15-307.3(«) 

15-307.3(f) 



38(f. 



15-302.1 
15-302.1 



12 



2k 



X5-305(b) 



15-30^(e) 



16 
k 



15-306.3(b)(vi) 15-306.3(b)(vi) 



15-306.3(d)(lii) 



ft 



■4 



CONSTJLTINS SERVICES 
. see ProfeBsional service costs 

CONTINGENCT PB0VISION3 
. uaallovability 

CONnNOENT FEES 
. la connection ^th obtaining 

GoTernaent contracts, unallowbility 

coNTnnjiNa costs 

. as temination costs 

CONTKACT ADMINISTRATIOK 

• as research adoiniatration expenses 

CONnZACTS 

, see Research agreements 

CONTRIBaTIONS TO CO^PERATIVB EDUCATIONAL UNDERTAKINGS 

• as general adfldniBtration and general expenses 

COST ELEMENTS 

• uniformity of treatment in apportionment 

and allocation of indirect costs 

COST PRINCIPLZS 
. applicability 

COST-REIMBURSEMENT TtPS G0NIRACT3 

• as research agreements 

• subcontracts 

• see Subcontracts 

• SSI Research agreements 

COST-SHARING 

• Cost Principles, in relationship to 

• matter requdLring special consideration 

• methods 

• subject to negotiation 

• unallovability of unclaimed amounts 

COSTS 

• admissible and inadmissible 

• failure of Cost Principles to identify 

specific item of cost, effect of 

• allowable 

• discrepancy between applicable 

standards and research agreement 

• enumerated 

• allowable and unallowable 

• failure of Cost Principles to identify 

specific item of cost, effect of 

• general basis for determination 

• general standards for allowability 

• requiring specdLal consideration 

• unallowable, enumerated 

• SSS, specific items of cost such as 

Communications; Patent costs; Taxes 

CREDITS AND GAINS 

• as reductions of pension plan costs 

CREDITS AND RETUNDS 
. as credits to indirect costs • 

• as deductions from material costs 

• attributable to taxes 



' Revised 
Section XV, 
Part 3 



15-307. 3(g) 



Original 
Joint Letter Section XV, 
No. ^1 Part 3 



15-305(c) 



15-305<b) 



15-307.3(!nmJ(3) 
15-30if(ii) 



CROSS DISTRIBUTION 
• indirect costs 
• see Indirect costs. 



l$-305(b) 
l5-306.1(c) 



15-301(c) 
15-302.1 

15-301(b) 



15-301(b) 
15-307.3(q) 



15-301(c) 



15-300 

15-502<o) 

15-301.1 



15-307.1(b) 
15-307.3 
15-307.1(a) 
15-307.1(a) 



15-30'i 



15-301 
15-301 

15-502 
15-305 



15r307.3(T) 



15-307.3(a) 
15-307.3(jj) 



15-302^ 
15-302.1 



cross distribution 



HeTlaed 
Section XV, 



Original 
Joint Letter Section XV, 

No« ^1 Part 3 Blue Book 



DEANS or COLLEGES, SCHOOLS, DEPASTKENTS OR DIVISIONS 

• salaries and related expenaas 

• allocation 

• simplified approach 
, aa direct charges 

• as indirect departmental expenses 

• distributed on basis of reasonable estimates 

• unallowabillty 

DEANS 07 FACniT7 AND GRAD0ATE SCBOOX^ 

• alloMLbility of costs 

DEANS OF MEN AND V#OMEN 

• as general administration and general expenses 
DEANS 0? STUDENTS 

• inapplicability of costs to research agreements 

DEATH BENEFITS 

• paid bj Institution 

• as general administration and general expenses 

DEFINITIONS 

D£NTAL CLINIC 

• as extension service • 

DEPAfiTKENTAL ADMINISTRATION 

• as indirect departmental expenses 

DEPARTMENTAL EXPENSES, INDIRECT 

• see Indirect departmental expenses 

DEPRECIATION 

« see Use allowance 



15-306.3(b)(vi) 
15-306.Mb)(i) 

15-30V(vl) 



15-307.3(h) 



15-307.2(ly) 



15-30Mvi) 



15-305(1) 38(a) 



15-305(1) 

38(a) 



2k 



15-302 



15-30^(yi) 



15-302 



2V 



35 Note k 



DESIQNS, PQRCHASSD 

• see Purchased designs 

DETERMINATION OF INDIRECT COSTS 

• sea Indirect costs, determination of 

DININQ HALLS 

• am auxiliary enterprises and actlTltles 

• as other institutional actlTltiea 15-302*6 

• losses and gains from operations, 

ais staff benefits. 

DIPLOMA EXPENSE 

• as general administration and general expenses 

DIRECT COSTS 

• allowable 

• constituting part of research agreement costa 

• daflsed 

• other 
• sea Other direct costs 

• project lerel "Indirect** costs 

DIRECT DEPARTMENT CHABQE3 

• basis for allocation of library expenses 

• basis for apportionment of library expenses 

DIRECT MATERIAL COSTS 

• defined 15-303(11) 

• see also Material costs 



15-302.6 
15-302.6 



15-303 15-303 
15-303 'i 

15-303 



15-302 
15-301 



35 Note 1 



2<f 
8-22 



15-303.1(c) 



27(b) 



DIHBCT SAURIia AND WAGES 
. allo«ibility 
. as direct coats 
. basis for sllocation 
of indirect costs 
. coflutton pool . - ^ 

. general administration 
^ and general expensefii^ 
irii^dyisability of classifying 

• ^ it^aiTother institutional 

activities as instruction 
ojid research 
, indirect departmental expenses 
! nniltiple indirect expense rates 
. simpUfied techniques 
. not a suitable substitute 

for area or space basis 
. operation and maintenance expenses 
. SimpUfied techniques 
. basis for apportionment of group • 
insurance, annuity premiums 
and pensions when not included 
among general administration 
and general escpenses 
« basis for reimbursement of 

indirect costs 
. chargeable at actual rates 
. in cash or kind 

• defined 

. employee benefit expenses and 

pension plan costs as 
, estimates of time in absence 

of actual time records 

• absent time 
« procedures 

. not to exceed amounts based ^ 
upon regular rates 

• overtime compensation 

• requires approval of 

contraetijig officer 

• sunmar vorkf compensation formula 

• transient employment « 

salary differential' 

• SSSL also Salaries and Wages 

OISCLOSUSSS 

• see Invention disclosures 
DISCOUNTS 

« see Cash discounts; Trade discounta 

DISPOSAL COSTS 

• as termination costs 



Hevised 

Section XV, 
Part 3 



Joint Letter 
No, 41 



Original 
Section X7, 

Part 3 Blue Book 



15-303(1) 

15-306.3(c) 
15-306.3(b)(i) 



15-306.3(b)(vi) 
15-306.3(d) 



15-306.3(b)(iii)(C>(I) 



15^302.6 

15-306.3<b) (ill) (C) (III) 
15-3^i3(b)(lil)(C)(I) 



15-303(1) 

15-303(1) 
15-303(1) 



26 
23(a) 



15-303(1) 
15-302.6 



15-303(1? 
15-303(1) 



15-307.3(f) 



8 

10 



15-307.3(a»)(6)(li) 



EDITIN3, RSSSABCE DATA 
• see Publishing and. editing 
of research data 



EDITOR 

• epst of , as general administration 

and general expenses 

IXPL07EE BilNiTIT £XF£NS£S 
. allowability 

• as general administration 

and general expenses 

• as part of direct 

salaries and wages 
« group life insurance, aillowability 

• see also Staff benefits 



15-M(k) 



15-30^(1) 
15-303(1) 

15-307.3(m)(3)(iv) 



15-303(1) 



7 



BiPLOrEB MORALE, HEALTH AND 
WELFABE COSTS AND CBEDITS 

• allovabilltj 

EMPLOms» COUNSELINa SERVICES 

• allovabilltsr of coat 

EMPLOYEES » PUBLICATIONS 

• allowability of coat 

EMPLOIHENT AGENCIES 

• alloiAbllity of coat 

EMPLOnCNT OFFICE 

. aUowAllity of coats 

• atudenta' 

. SB genena adlnlBtpation «Bd ge„e«i 

ENCOUMENT TUmS- 

. interest paid for te^rary uae ot, ^^i^^^ 

ENQINEERINa FEES 

. aea Profeaaional aexrlce coata 

'• ENTERTAINMENT COSTS 
. tmalloMLbility 

EQlUIFMENT 

• aa other direct coata 

• GorerxuBent-owned 

• protection and oalnteoaaee 
allowabUlty of coat * 
. loaa of uaeful value, aa teradaation coata 
. -*Jter requiring apecial conalderaSon 
. original complement, defined 
. profita and loaaea on diapoaition, 
. repaS^ ""•"'^ *«"*»*'^* <^<>ata 

. ^iS*'^*^'''' maintenance eacpenaea 

. allowance of coat aa direct charge 
. aubject to approval by aponaorin* 
. uaallowability of coat ^^^^7 
. uaa allowanca 

• aee tfaa allowance, equipment 

EXaHTION CERnFICAHS 
. aee T^ea 

EXPENDITURE 

• defined 

E3CPENDITDEES, TOTAL 

. baaia for allocation of indirect coata 

• S^Ji^*"?^^**^*^* *^ expenaea 

• BOjBpiifiad approach 

. baaia for apportionment of indirect coata 
. general admlniatration and gene^ ^S^^aea 
. baaa exeludea capital *F^m9 
expenditurea and uae allowancea 
. othar indireot coata "«wcea 
• defined 

' "^S^tJJii*!^ certain other 

. true expanditurea vez^ traaafer of funda 

EXPENDITURES, TOTAL DIRECT 
. baaia for allocation of Indirect coata 

• cooBon pool method 
. indirect departmental expenaea 

arultiple indirect expenae ratea 



EXPERIMENTAL FARM 
• aa extenaioa aervice 



Reviaed 
Section XV, 
Part f 

15-307.3(1) 

15-307.3(i) 

15-307-3(p) 

15-307.3(ee) 

X5-307.3(ee)^ 

15-307.3<n) 

15-307.3(j) 
X5:-303(lil) 

25-307.3Cma)(l>) 
15-302.5 
15-307.3(«) 
15-304(ia) 

15-307(k) 
15-307(c) 



Original 
Joint Letter Section XV, 
-J!2-itl gart? .BlueBooic 



38(g) 



15-30^f(h) 
15r562<a) 



15-305Cd) 



28 

18 
38(f) 



15-302.6 



15-306.3(b)(i) 
15-306.if(b) 

15-306.2(1) 



15-306.2(1) 
15-302.6 



15-302.6 
X5-302.6 



15-303.1(a) 36(c) 
15-303.1 (d) 36(d) 



15-306.3(c) 
15-306,3(b)(vi) 
15-306.3(d) 
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SXFBSSS COST 

i allowability « 

EXTENSION SERVICES 

. apportionment of indirect coats to 

• exsjnplefl of 

. uaaUowability of coot 
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FABBZCATED PASTS 

. allowabiUty of coat 

FACILITIES 

• see Buildings; Capital expenditurea; Eqtiipfflent 

FAC0LT7 BDnsma. 

• see Eou8in^9 faculty 
FEDERAL FUNDS 

• buildings and equipment paid for out of 

• allowability of use allowances on capital 

improvements padd for by institution 

• exclusion from computation of use allowances 

FEDERAL OZJ) AGE BENEFITS TAX 

• see Social security taxes 



FEEXERAL TAXES ON INCOME OR 
• ussllowability 



EXCESS PROFITS 



• inapplicability of Cost Principles 

to research flLgreements containing 

FEES, OONTINQEllfr 

• see Contingent fees 

FELLOVSEIPS 

• cost of, generally inapplicable 

to researdi agreements 

FBttliCXAL CAMPAIGNS 

• as other institutional activities 

FINANCIAL OFFICER 

• as general administration and general expenses 

FINANCIAL PASnCIFATION 

• see Cost«shftring 

••FINANCIAL REPORTS FOR COLLBOES AMD ITNIVERSITIES" 

• compiled by National Committee on Standard 

Reports for Institutions of Higher Education, 
University of Chicago Press,' February 1935, 
cited as a reference 

FIKANCBRI CEAROES 

• ussUowmbility 

FINES AND PENALTIES 

• unallbwabiUty of cost 

ITRST AID CLINICS 

• allowability of cost 

FDuiD-PRICB CONTRACTS 

• as research agreements 

• subcontracts 

• see Subcontracts 



15-307.3(a) 



15-305(e) 



15-300 



15-307.2(iii) 



15-302.6 



15-302.6 



15-304(v) 

15-304(v) 15.303.3 30 



o 



24 



15-307.3(1) 
15-307.3(i) 
15-302.1 



lS-305(f) 38(k) 
38(J) 



FHEIGHT IN 

. allowability of coat 

• as part of material coats 

• see also Traasportatioh 

FREIQHT OUT 

• as direct cost 

• Bee also shipping charges 

FUND RAISHK! AND DEVZLOFHENT CAMPAIQNS 

• uaallowability of cost 

FUNDAMENTAL fiSSEASCH 

• see fiesearehy fundafflental 

FUBNITUSS 

« see Equipnent 
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15-302.6 



OAINS , DININa BALL OS&RATION 

• as credits to research agreements 

OAINS ON DISPOSITION OF PLANT, 
iJQUIPMENT OS CAPITAL ASSETS . 

• see Profits on disposition of plant, 

equipment or capital assets 

GENEBAL ACMINISmTION 

• see Qeasral adninistration and general expenses 

GENERAL ADNINISTBATION AND GENERAL EXPENSES 

• allocation 

• abbreviated procedures 

• bases normally applicable 

• "exeluslTS of capital expenditures 

and use allo%fance,'* interpreted 

• applicability to instruction, research 

and other institutional activities 

• apportionment 

• as indirect cost 
m defined 

• unallowable items classified as 

other institutional activities 

• UBS charge for adninistration building 

GENERAL BASIS FOR DETERMINATION OF COSTS 
GENERAL EXPENSE 

• see General administration and general ezpeoses 

GENERAL STANDARDS FOR SEIJ5CTED ITEMS OF COST 

GENERAIXiT ACCEPT) COST ACOOUNTDQ 
PRINCIPUBS AND PRACTICES 

• application in direct costing of 

institution service operations 

• application of « described 

• allocation and apportionsent of 

indirect costs « factor in 

• test for determining allowability of cost 

GENERALLI ACCEPTED INSTITUTIONAL 

ACCOUNTING PRINCIPLES AND PRACTICES 

• basic principle for determination of cost 

• test for determining allowability of cost 

GOVERNING BOD? 

• as general administration and general expenses 
GOVERNMENT 

• cost of application for patents 

conveyed to, allowability 



15-302.6 



15-306.4(b)(i) 
15-306.3(b)(i) 



15-306.2(1) 

15-30'f(i) 

15-304(1) 



15-306.2(1) 

15-306.2(1) 

15-304(1) 

15-302.6 
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15-303.1(a) 36(c) 
15-303(a) 4 
15-303 24 



15-303.3 
15-301 



15-307 



15-303<ill) 



15-306.l(c) 
15-301(a) 



15-307 



15-301(a) 



15-301 



24 



15-307.3(tt) 
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aOVERNMEMT TINANCIAL ASSISTANCE 

• as reaBon for unallowablllty 

of fund mining coata 

OOVERNMXNT-jrnSNISHED FACILITIES 

• allowability of uaa allowance on capital 

lAproyefflants paid for by institution 

• inapplicability of use allowance on buildings 

and equipment purchasedwitb Federal funds 

QOVESNMEKT-FDSNISHED KATESIAL 

• to be used without charge 

OOVERNMENT-FtJSNISHED PBOPESTI 

• aatter requiring* special consideration 

QCVERNMENT-OVNED FACILITISS 

• effect on allocation of use aillowance 

• Bultiple rates for allocating indirect 

costs, as justification for 
« insurance 

• cost unallowable unless required 

by research agreefflent 

• maintenance and protection 

• allowability of cost 

• as direct charge 

• maintenance and repair costs 

• allowabiUty 

GSADDATE STUDENTS 

. when considered as part of professional staff 

CffiANT 

• as research agreement 

. concept of sponsoring agency in relationship to 
GSATUZTIES 

• as entertainment costs 
QSOUNDS 

• care and maintenance 

• as operation and maintenance expenses 

• use allowance, inapplicability 

OfiOUP HEALTH, ACCIDENT AND LIFE INSUHANCB 

• allowability of cost 

• see also Staff benefits 

OBOUP INSUBANCS 

• apportionment 

. as general administration and general expenses 

• as indirect cost 

. see also Snployee benefit expenses t Oroup 
5««lth, accident and Ufe Insurance 

• as other institutional actiTities 
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H 

departments or divisions 

HBtoH AND ACCIDENT INSURANCE 

. eee Group health, accident and life insurance 

CLINICS 

• «llowabiUty of cost 

HELP VANTED ADVEHTISINO 

• •UowabiUty of cost 



15-307.3(i) 

15-307.3(a) 
15-307.3(ee) 

U 



HIGH SCHOOL VISITOR EXPENSE 

• as general aidnlnlstration and general expenses 
HOLIDAYS 

• allovabillty ot cost 

• as employee benefit expense « computatioa 

HOME ECONOMIC CAFETEHIA 

• see Cafeteria, home economic 

HOSPITAL, MEDICAL SCHOOL 

• as extension service 

HOSPITALS 

• multiple rates for allocating 

Indirect costs. Justification for 

HOSPITALS, STUDENT 

• see Student hospitals 

HOUSE PUBLICATIONS 

• allowability of cost 

HOUSINS, DfPLOYEES 

• matter requiring special consideration 
HOUSING, FACULTY 

• as other Institutional activities 
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15-502(q) 
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IMPB0V2MENTS TO BUnJ)INaS 
« unallowabUlty of cost 

• use allowance 

• see Use allowance, capital improvements 

INADMISSIBLE COSTS 

• see Unallowable costs 

INCOME 

• employee morale, health and^ welfare activities 

• credited against related costs 

INCOMING TRANSPORTATION 

• allowability of coist 

• as indirect cost 

• as part of material costs 

• see also IVeight la 

INDBOnnCATION 

• see Insurance and indemnification 

INDIRECT COSTS 

• abbreviated procedures 

• exclusion of use allowance 

on buildings and equipment 

• accounting period 

• allocation 

• 8^ AXloeatioa of indirect costs 

• apportionment. 

• see Apportionment of indirect costs 

• basis for reimbursement 

» claimed at less than actual 

• constituting part of research agreement costs 

• cost*6harin^ 

• see Indirect costs, limitation 

of , as cost-sharing method 

• cross distribution 

• defined 

• determination of 

• basic principles 

• general 

• under special circumstances 



15-307.3(0) 



15-307.3(1) 



15-307.3(kk) 
15-307.3(kk) 
15-307.3(a) 



15-306.if(b) 



i5.306.Ma) 



,15-304 
15-306 
15-306.1(0) 
15-306.1 
15-306.4 
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15-304 
15-306.4 

15-306.4 



15-303 



23-37 



34 



15-301 



23 
4 



15-304 

15-306 
15-306.1(0) 
15-306.1 
15-306.4 



INDIBECT COSTS (Cont'd.) 
. difltribtttionst sequence of 
. Bee Allocation of indirect , costs, sequence of 
"~* distributions; Apportionment of indirect 
coats « sequence of distributions 
. elimination from pool of itema similar to 

those charged ddLrect to research agreement 
. general types 

• inconsistent classification 

• limitation of, as cost-sharing method 

• matter requiring special consideration 
. negotiated fixed amount 

• aid by auditor to contracting officer 

in arriving at realistic amount 
. circumstances warranting 

• under-recoyeries not allowable cost 
. project level "indirect costs'^ 

« as direct costs 

• aa indirect costs 

• reliance by military services upon rates 

developed by Army and Navy aoiditors 

• separate pool for all organized research 

INDIRSCT DEPAmMENTAL EXPENSES 

• allocation 

• multiple rates 

• composite basis 

• composition of 

• defined 

• examples of 

INDUCBCT EXPENSE 

• see Indirect costs 

INFZBKAinr 
• • allowability of cost 

XNFIia!AR7 SERVICES 

« as student services- costs 

INFORMATION OFFICE 

• as general administration and general expenses 

INSTinmON SERVICE OPERATIONS 

• see Services 
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15-30^ 



15-301(d) 
15-307.3(q) 



15-305(b) 



15-301(d) 



15-303 
15-303 



15-302.1 



15-301.l(b) 
15-502(c) 



15-306.3(b)(vi) 

^ ^ 15-306.3(b)(vi) 
15-306.3(b)(vi) 15-306.3(b)(vi) 



15-304(vi) 



15-306.3(b)(vi) 



15-307.3(1) 
15-307.2(iv) 



INSTRUCTION 

• costs of 

• excluded from research agreement costs 

• emphasis oa 

• types 

INSTRUCTION ACTIVITIES 

• allocation of indirect costs to 

• defined' for allocation purposes 

INSTBUCnON AND DEPARTMENTAL RESEARCH 

• encompassing research not 

separately budgeted or financed 

INSTRUCTION AND RESEARCH 

• allocation of indirect costs to 

• segregation of base into segments 

• apportionment of Indirect costs to 
. functions of, distinguished from 

other institutional activities 
. iaadvisability of classifying certain 
other institutional activities as 

• indirect expenses and use 

aUowaaeea apportioned to 
. basia of indirect expense rate 

Included in research agreementa 



15-305(d) 
15-307.2 

15-306.3(a> 



15-302.3 
15-302.2 
15-302.6 



15-305(d) 
15-307.2 



15-306.3(a) 



15-302.1 



15-306.3(b) 



15-3Q2.6 



15-303.1 36 



37 
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INSUSilNCS Aim IimiMNinCATIOll 

• actual loaaea not coyerad hj laauranea 

• allowabllitj of coat 

• mattar requiring apaolaX consideration 

• on llTea- of exaeutiTea, imaUovability of coat 

• on liTea of officers or truateeat 

unallovability of cost 

• other than that required by reaearch agreeaent, 

lioitations goreming allowability 

. property 

• aa operation and naintenance ezpenaea 

• aelf-insurance 

• allowability of cost 

• as direct charge 

• see also Accident insurance | 

QoxSmn's coapensatioa iaauranca 

XHTmXdJSSIATZ ATHLETICS 

• aa auadJLiary enterpriaea and activities 

• as other institutional actiyities 

INTEREST OOSTS 

• usallovability 

INTERS3T ON TAXES BEFimDED 

• as credit to reaearch agreenent 

iKvsNnoN DiscLosinas 

• preparation of « as patent costs 

mVESOMENT OOUNSEL AND STAFF COSTS 

• unallowability 

INVESTMENTS 

• loaaes on sales or exchangee, unallowability 

• profits and loaaes on disposition « 

excluded fron research agreement coata 
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JANITOSIAL SEBVICES 

• as operation and oaintenaaee expenses 



15-304(iU) 



28 



LABOB BISATIONS 

• allowability of cost 

UBASSS 

• rentals as terndnation costs 
LEAVS OF ABSENCE 

• inapplicability of coat to reaearch agreeneats 

I£CTOBES SZFSNSI, (SENEBAL ^ 

• as general adsinlstratioa and general expenses 

liSAL SZPENSI 

• as general adainistration ana general expenses 
. collection of bad debts, unallowability 

• SSI Professional service costs 

LIABZLZTT TO TffTRD PERSONS 

• see Insurance and Indemnification 

LIBRASX BOOKS 



• as indirect coat 

• not cooputed on GoTemment* 

owned, or donated books 



15-307.3(p) 

15-307.3(aBi)(5) 

15t307.2(U) 



15-307.3(b) 



15-30'»(iT) 



2k 
2k 



15-303.1(0) 27(a) 
k 



15-304(iT) 



UBRAHI EXPEKSS3 

• allocation 

. abhroTlattd proceduroB 

. population bano, doTolopment of 

. wei^tliig factors 

, allowablo 
. exclttdon coat of books, periodicals 
and capital assets 
excludes use allowance on Government- 
owned or donated books 

• apportionment 

, as Indirect costs 

. as part of total expenditures base 

• defined 

LXBRAfiT, SPSCIAli 

• multiple ra.te8 for allocating indirect 

costs* as justification for 

• LZCENSS ISES 

• allowability as other direct costs 

LUS IKSUHANCS 

• group, allowability of cost 

• on lives of executives, unallowability of cost 

• on lives of officers and trustees, 

unallowability of cost 

• fl^^ also 3taf f benefits 

LOANS 

• interest cost, unallowability 
L0DQIN3 

• as entertainment costs 

• as travel costs 

LOSSBS, DININQ HALL OFERATIOir 

• as staff benefits cost 

LOSSES NOT COVERED BY DiSURANCE 

• see Insuremce and indemnification 

LOSSES ON DISPOSITION OF P^ANT, 
B^UIPMENT OR CAPITAL ASSETS 

• unallowability 

LOSSES ON INVESTMENTS 

• unallowability 

LOSSES ON OTHER RESEARCH AGREEMENTS 

• unallowability 
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15-302.6 



15-305(s) 38(i) 
15-305(g) 38(1) 
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MAINTENANCE COSTS 
. allowability 

• buildings, furniture and equipment - 

as operation, and maintenance expenses 

• Government-owned property 

• allowability 

• as direet charge 

• grounds 

• as operation and maintenance expenses 
MAINTENANCE AND REPAIR COSTS 

. see Maintenance costs; Repair coats 

MATERIAL COSTS 

• allowability 

• as direct costs 

. common items, terminated contracts 



15-307.3<r) 
15^30^(111) 
15-307.3(ar) 

15-304(iii) 



15-307.3(s) 

15-307.3(mm)(2) 
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15r304(h) 



15-302.1 
15-30if(d) 
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MATERIAL COSTS (Cont'd.) 

• excess aaterlAl credits 

• storeroos withdraMLlB 

MATERIALITT OF AMOUNTS 

• factor In apportloofflent and 

allocation of indirect costs 
• abbreyiated procedures 

MATERIAL HAMDLINQ 

• allowability of cost 

MATERIALS AND SDFFLIBS 

• see Material costs 

MEALS 

• as cost of ffleetings and conferences 

• as entertainoent costs 

MEDICAL SCHOOL HOSPITAL 

• see HospitaU.* medical school 

MEETINOS AND CONFERENCES 

• allowability of coat 

MSffiERSHIP DDES 

• allovability of cost 

• as general adoinistration and general expenses 
MEMORIAL CHAPELS 

• as other institutional activities 

MILITARY LEAVE 

• allowability of cost 

N0VIN3 EXPENSSS, PERSONNEL 

• matter requiring special consideration 

MULTICAMPDS DNIVERSITr 

• multiple rates- for allocating 

Indirect costs, justification for 

MDSEDM3 

• as other institutional, activities 

• unallowability of cost 
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NSQOnATED FIXED AMOUNT IN LIEU OF INDIRECT COSTS 
• see Indirect costs, negotiated fixed amount 

NEQOTIATED FIXED OVERHEAD RATES, PREDETERMINED 
. basis for reimbtirsement of indirect costs 
(Note: no longer permissible) 



NONEDOGATIONAL A CTIVITIES 

• see Other institutional activities 

NOKEDUCAXIONAL EXFENSES- 

• apportionment of indirect costs to 
« examples, of 

• unallowability 

• see also Other institutional activities 



23(a) 



35 

35 Note 3 
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0I7-CAMPUS ACTIVITIES 

• effect on allocation of library escpenses 

OFF-CAMPUS RESEARCH 

• applicability of Cost Principles 



15-301(c) 



15-306.3(b)(iv) 
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OFF-CAMPUS RESEAfiCH < Cont'd.) 
. multipla rataa for allocating 

indlPtot coats. Justification for 
. negotiated amount in Ueu of indirect costs 
operation and maintenance expenses 

• .%s direct charge to research project 

• use allowance 

as direct charge to research agreement 

OFF-CAMPUS SERVICBS 

. apportionment of indirect costs to 

• escamples of 

. unallowability of cost 

OPERATION AND MAINTENANCE EXPENSES 

• allocation 

. abbreviated procedtires 

• bases normaUy applicable 

• emphasis in Cost Principles 

on space as basis for 

• use of weighting factors 

• see also Space utilization 
« apportionment 

• as direct charge to off-campus 

reseeu*ch project 

• as indirect costs 

• as part of total expenditures base 

• defined 

• direct charges to other institutional 

activities to include related 
indirect costs 

• excludes items of a capital nature 

OPERATION AND MAINTENANCE OF FH7SIGAL PLANT 

• see Operation and maintenance expenses 

ORQANIZED ACTIVITIES 

• apportionment of indirect costs to 

• examples of 

• relating to instructional and research 

departments, unallovability of cost 

Organized Research 

• see Research, organized 

ORIGINAL COMPLEMENT - SqUIFMENT 

• basis for redetermination of 

• defined 

• redetermination of 

• use allowance 

• see Use allowance, equipment 

OTHER DIRECT COSTS 

• allowability 

• as direct costs 

• costing of institution service operations 

• defined 

OTHER IN5TIOTTI0NAL ACTIVITIES 

• apportionment of Indirect costs to 

• buildings and equipment used by, excluded 

from use allowance computations 

• defined 

• functional nature versus source 

of fltnds or legal entity 

• unallowable costs identified 

to a function or activity 

• direct charges f^m operation and maintenance 

departments to Include related overhead 

• examples of 

. prohibition against reclassification 
of expenses identified to 
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15-303(111) 
15-303(1U) 



15-302.2 

15-306.3(b)(v) 
15-302.6 



15-302.6 
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OTHER INSTITUTIONAL ACTIVITIES (Cont'd.) 

• treatment to be accorded certain 

• unallovability of coat 

• yardsticks for assessing indirect costs to 

OUTBOUND FREIGHT 

• as direct cost 

OVERHEAD 

• see Indirect costs 

OVERTIMS COMPENSATION 

• matter , requiring special consideration 
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PATENT COSTS 
. allowability 

• infringement litigation costs, unallovability 

• matter reqtiiring special consideration 

• royalties 

• allowability 

PAYMENTS IN LIEU OF TAXES 
. allowability 

PENALTIES 

• on taxes, refund of 

• see also Fines and penalties 

PENSION PLAN COST? 

• allowability 

• annuity premiums 

• apportionment 

« as direct cost 

• as indirect cost 

• apportionment 

• as general administration and general expenses 

• as indirect cost 

• among general administration and general expenses 

• as part of direct salaries and wages 

• cost interpretation 

PERSONNEL AOflNISTRATION 

• as research administration expense 

PERSONNEL MOVEKEIfT, MASS OR SPECIAL 

• matter requiring special consideration 

PHTSICAL PLANT AIMINISTRATION 

• as operation and maintenance expenses 

PLACSiENT OFFICES 

• inapplicability of cost to research agreements 
PLANT 

• gee Bundlngn 

PLANT ADDITIONS 

• excluded froa bass for 

apportionment of indirect costs 

• excluded f^m indirect costs 

?LANT ADKINISTRATIOK 

• see Physical plant administration 

PIiANT SECURIT7 

• see Security 

POPULATION 

• basis for allocation 

• d inin g hall gains oir losses 

• library expenses 

• basis for apportionment of library expenses 



15-307.3(u) 
15-307.3(y)<3) 



15-307.3(ff) 
15-307.3(JJ) 
15-307.3(Jj) 

15-307.3(v) 



15-30if(i) 
15-303(1) 



15-304(U) 

15-304(111) 
15-307*2(iv) 



15-304(f) 
15-502(1) 
15-304(f) 



15-303(i) 



15-304(g) 
15-303.l(a) 

15-303.1(a) 



15-601 



15-5b2<j) 



26 
22(e) 
k 
26 



35 
35 



15-306.3(b)aT) 
18 



15-302.6 
15-306.3(b)(lv) 



15-303.1(c) 



27(b) 



POiSTAGE 

. allowabiUtT 

coBBBusioatlon coats 



as 
as 



trassportatiOB 



costs 
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15-307.3(e) 
15-307.3(kk) 



Original 
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PRBCONTRACT COSTS 

. flee Prereflearoh agreemant costs 

PHEKBSEABCH AOHEEHENT COSTS . • 
. matter requiring special consideration 
. tmallowible, eubject to reaeardi 
agreesent provisions 

PSESIDQIT 

. as general adainistration and general expenses 

FROCSSS 

• defined 

. in relationahip to "allocation*' 
, in relationship to "apportionment" 

PBOCTJBEMENT 

• see Purchasing 

PBOTESSIONAL ACTXYITT COSTS 
. aUovabiUtx 

PROFESSIONAL SISYICE COSTS 
. allowability 
. factors to be considered 

• as sattlesent expenses 

• consulting fees to institution's employees not to 

exceed amounts based on regular salary rates 

• cost of prosecuting claims 

against the QoTemmentt unallocable 

• infiringement litigation costs, unallowable 

• related to organization and 

reorganization* unallowable 

• retadLner fees, allowability 

FROmS ON DISFOSZnON or FLANir 
£)QUIPMENT OR CAPITAL ASSETS 

• inapplicability to research agreements 

PROJECT I£VEL COSTS 

• direct Tersns indirect treatment 

FBDPOSAL COSTS 
. allowability 

• allocation 

• to research actiTities only 

• cur rent accounting period, allowability 
« past accounting perlods« unallowabiUty^ 

PUBLIC OTORNATIOH SESTICS COSTS 

• unallowabillty 

PUBLIC RELATIONS COSTS 

• uBsllowability 



15-502(a) 



15-307.3<x) 



Zk 



15-302.3 
15-302.2 



15-307.3(t)(l) 

15-307.3<y) 

15-307.3(y)(2) 

15-307.3(m)<6)(i) 



15-303(1) 



PQBUCATI0N8 

• as general administration and general expenses 

POBLISHHO AND SDITINCI OF RESEARCH DATA 

• as research admlBlstration expenss 

PUlWtHASE DISCOUNTS 

• see Gash discounts 

PORCEASED DESIGNS 

• allowability of cost 

. natUr requiring special consideration 

PTIRCEASB ORDBUS 

• allowability of cost 



15-307.3(y)<3) 
15-307.3(y)(3) 

i5-307.3(y)(3) 
l5-307.3<y>(l) 



15-307.3(») 



15-307.3(an) 



15-307.3(aa) 
L5-307.3(a*) 



15-307.3<bb) 
15-307.3(Wi) 

15-30^(11) 



15-303 



15-307. 3<aa) 
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15-30^(f) 
15-502(1) 



X5f-30'^ti ) 
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. as reaeBTch admlnlatpatioa expense 
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15-304(ii) 



Original 
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RADIO STATIONS 

• as other institutional activities 
RAV HATERIALS 

* aee Direct material costs 

REARRANG15MENT AND ALTERATION COSTS 
. allowability 

• ordinary or nonnal 

• special 

.requires approval of contracting officer 
. matter requiring special consideraUon 

fiEAWV^NGttMOT OF SPECIAL LABORAIORT 
. allowability of cost 

' REASONABLENESS 

. test for determining allowabUity of cost 

REBATES 

• as credits to indirect costs 

. as deductions from material costs 

RECONVERSION COSTS 

. removal of Government property, allowabilitv 
. see also Restoration costr *^owaoiiity 

RECREATIONAL ACTIVITIES 
. allowability of cost 

RECRUITINa COSTS 

• allowability 

REFUNDS 

• see Credits and refunds 
RBSLSTRAS 

. as general administration and jteneral 
REHABILITATION COSTS 

. see Reconversion costs; Restoration costs 

REHABILITATION OF PHYSICAL PLANT COSTS 

• excluded f^om base for 

apportionment of indirect costs 
. excluded ft-om indirect costs 

RELIQIOUS ORDERS 

. eompensatioa of members of 

BELOCATION OF FACTT.wrag 

. matter requiring special consideration 

RENTALS 

. as cost of meetings and conferences 

• as entertainment costs 

. as operation and maintenance expenses 
. as termination coets* 

. equipaent and books, unallowability of costs 
. apecial equipment. aUowabilityas^direct 

cost, requiring contracting officer approval 
^BtS^TEO EQUIFMENt 

• protection and maintenance 
. allowability of cost 

• as direct cijarge 



15-307.3(cc) 
15-307.3(cc) 



15-301(a) 

15-307.3(s) 
15-307.3<dd) 

15-307.3(1) 
15-307.3(ee) 



15-307.2(lv) 



15-307.3(t)(3) 
15-307.3(J) 

X5-307.3(mm)(5) 



15-302.6 



15-502(1) 



15-301 



15-302.1 
15-302.1 
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21 

20(b) 



12 



24 



35 
35 



15-303(1) 



15-502(1) 



15-305(d) 



15-304(h) 



20 



28 



18 



17 
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REPAHtS 

. aUowabiUty of coat 
. as operatiott and nalntenaace expenses 

• major ^ i. ' 

cost unallowible* subject to 

provisions of research agreement 
. see also learrangement and 
"~ alteratioa. cost 

BEPOIfflS ^ ^ 

. preparation of, as patent costs 

BiSEABCH AEMINISTHATION EXPENSES 

• allocation 

• to unbudgeted' research 

• as indirect costs 

• defined 

fiSSS/LBCH AGBEQffiNTS 

• cost of 

• defined 

• no distinction to be made between 

"fundaaentall* «uid "applied** research 

• defined 

• definition background 

• indirect costs, procedures for determining 
«. losses on, usallowability 

• provisions 

• in conflict with applicable standards 

• types- to which Cost Principles are applicable 

• understanding concerning specific 

items of cost 

RESEABCH, APPLIED 

• not to be distinguished from fundamental 

reseaLrch in cost determinBtioa 

BSSSARCH, FtJMDAMQTEAL 

• not to be distinguished from applied 

research in cosit determination. 

H£SSAfiCH DATA, PUBLISHINa AND SDITIM} 

• see Publishing and editing of research data 

HESSAfiCH, OBSANIZED 

• activities fj^q^entlj designated as 

RES£AHCH PERSONNEL 

• factor in apportionment and 

allocation of indirect costs 

• gross space occupied, as basis for 

allocation of operation and 
maintenance expenses 

BESEASCH FROGSAMS, GENERAL 

• matter requiring special consideration 
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15-306.3(b)<ii) 

15-30^(ii) 
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l5-306-3(b)(ii) 



15-301 



15-302.1. 



15-302.1 



15-306.1(c) 

15-306.3(b)(iii)(C)(II) 



.15^502(11) 



BSSEAfiCE, UNBTIDGSIED 

• allocation of reseSrch ' 

administration expenses to 

• relationship to research agreements 

• treated as part of instruction function 

RESIDENCE HALL3 

• as auxiliary enterprises and actlvit-*oa 

• as other institutional activities 15-302.6 

RESTORATION COSTS 

. leased property, as termination costs 15-307.3(ma)(5) 

• see also Reconversion costs 

SETAINEB TECS 

• as Professional service cost-» 15-30?. 3(y) 



15-306.3(b)(ii) 

15-302.1 

15-302.1 



4. 

7 



15r305<h) 38(h) ^ 



15-300 



C 



35 Note 1 
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REVERSION CREDITS 

« see Pension plan coats 

ROYALTIES 

• allowabilitj of cost 

• matter requiring special coBsideration 



3 



SABBATICAL LEAVE 

• inapplicability ot cost to researdi agreements 
SALABPS 

« deana or heads of colleges 9 schools, 
departments or divisions 
• as indirect department escpenses 
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SALARIES AND WAGES 

. allowability 15-307.3(f) 

• basis for allocating library expenses 

• basis for apportionment 

• group insurance, annuity premiums and pensions 

• library expenses 

• basis for distributing library expenses 

• • chargeable at actual rates 

• defined 

• direct 

. allowability 

• estimates of time in. absence of exact time records 

• Indirect 

• allovability 

• members of religious orders 

• not to exceed amounts based 

upon regular rates 

• rates on research agreements in excess of that paid 

on institution's departmental research 15-307.3(f) 

• see also Direct salaries and wages 



SCBOLARSHXPS 

• inapplicability to research agreements 
SCBAP 

• proceeds from sale of 

•. as credit to Indirect costs 
• as credit to material costs 

SEABCHTWg THE ABI 

• as patent costs 



15-307*2(1U) 



15-307.3(«) 



15-307.3(tt) 



8SCSETASIAL HELP 

• for deans or heads of colleges, schools, departments 

or divisions, as Indirect departmental expenses 13-304(vl) 

SECUBITt 

• allowability of cost 

• as research administration expenses 

• matter requiring ^clal consideration 

• police and watehmeB, as operation 

and malntesanca expenses 

SBSBBSAZED BESSABGS PBOJSCZS 
. negotiatad amooBt la liaa of Indlraot costs 

• operation and sslatenanca eacpenses 

• as direct ehsrga tQ rwareh -project 

• use allowanca 

• as diraet charge to research project 

• nlao Of r<«campiiB research 

SELr-INSUBANCS 

• see Insurance and indemnification 
SEBVICIS 

• Institution service operations, 

method of costing or pricing 15-303(111) 

22 
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15-304(f) 
15-502(1) 
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15-306.3(b)(lv) 
15-302.6 



15-303(1) 
15-303(1) 



15-302.2 



15-303.1(a) 
15-303.1(c) 

15-302.2 



I5-30MI) 
15-302.2 

15-304(1) 



27(b) 



15-302.1 
15-302.1 
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15-502(n) 
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. as termination costs 

SEVERANCE PAY 
. allowability of cost 

. abnormal or mass terminations 

. norsal turnover 

SHIPPINO CHARCaS 
. as direct cost 

. see also Freight in; 
Freight out; Transportation 

SICK LEAVE 

. allowability of cost 
. as direct charge, computation 
. as employee benefit expense, computation 
, direct employees, as direct. cost 

SOCIAL ACTIVITIES 
. as entertainment costs 

SOCIAL SBCORITr TAXES 
. aUowability of cost 

SOCIAL WELFARE COST (FACULTT AND STODENTS) 

• as general administration 

and general expenses 

SPACE UTILIZATION 
. allocation of operation and 

maintenance expenses, basis for 

• actual records of space used 

• estimates of space used 

• if impractical or inequitable 
. simplified techniques 

• use of weighting factors 

• see also Area 

SPECIAL KACEINEBT 

• loss of use value as termination costs 

SPECIAL PLANT PROTECTION 
« see Security 

SPECIAL SERVICE COSTS 

• unallowability 

SPECIAL TOOLINa 

• loss of useful value as teroinatioa costs 

SPONSORED RESEARCH, DEPAROKENT 01* DEFENSE 

• applieal^ility of Cost Principles p . 

SPONSORINa AQENCT 

• defined 

STAFF BENEFITS 

• allowability of cost 

• see also Holidays; Dining halls; Ibployee 

benefit expenses ^ Military leave; 
Sick leave; Student hospitals; 
Tuition 

STORAQS COSTS 

• as termination costs 

STOREROOMS, GENERAL 

• as operation and maintenance expenses 

STOREROOM WITHDRAWALS 

• cost determination conforming to 

sound accountizig practices 

STUDENT ADVISERS 

Inapplicability of cost 
to resoarch agreements 



15-307.3(mn)(6) 



15-307.3(gg)(ii) 
15-307.3(88) (i) 



r 



15-307.3(11) 



15-307.3(J) 



15-307.3(11) 



15«30'*(m) 



15-303(1) 



15 



U 
U 
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15-306. 3(b)(iii) 
15-306.3(b)(iii)(A) 

15-306.3(h)(iii)(B) 15-306.3(b)(iU){B) 
15-306.3(h) (ill) (OCIII) 
15-306.3(b)(ili)<C) 15-306.3(b)(lU)(C) 
15-306.3(b)(iii)(B) , 



15-307.3(fflm)(^) 



15-307.3(hh) 

15-307.3(mm)(i>) 

15-301(c) 

15-302. 

15-307.3<H) 

15-307.3(aa)(6)(li) 

15-307.3(fl) 



15-307.2(iv) 
23 



15-301<c) 



15-302.1 



28 



12 




STUDENT AJFAIBS ADMXNISTfiATION 

• lDapplleabilit7 of coat to research agreementa 

STUDUNT AID 

• coata to be conaldered aa other inatltutlonal 

activitiea for oterhead diatrlbutlon 
purpoaea 

• i&applleability of coat to reaeorch agreements 

STUDENT AFAfiTMENTS 

• ajB other Inatltutlonal actlvltlea 

STUDENT EEALTE SERVICES 

• inappllcabllltx of coat to reaeareh agreementa 

STUDENT HOSPITALS 

• aa auxiliary enterprlaea and actlyltlea 
« aa other Inatltutlonal actlvltlea 

• aa ataff beneflta« allowability of coat 

STUDENT SERVICE COSTS 

• clrcuoatancea warranting proportionate 

charge to research agreenenta 

• Inapplicability to research agreeisenta 

STUDENT UNIONS 

• aa auxiliary enterprlaea and actlTltlea 

• aa other Inatltutlonal actlTltlea 

STUDENTS 

*• engaged In research work 

• proportionate allowance 

for atudent serrlcea coata 

• factor In apportionment »M 

allocation of Indirect coata 

SUBCONTRACTINa 

• matter requiring apecial eonalderatloa 

SUBCO!fESACTS 

• allowability of coat 

• applicability of Coat Prlnclplea 

• coat-reimbursement type, 

aa reaeareh agreementa 

• fixed-price type, aa reaeareh agreementa 

• teminated 

• elalaa under 

• aettlement expenaea 

SUBSCRIPTIONS 

• allowability of coat 

SUBSISTENCE EXPENSES '• 

• aa travel expense 

• matter requiring special consideration 

• aaa also ^arel coata 

SUPPLIES 

• allowability of coat 



Revised 
Section XV, 
Part 3 



15-307.2(1t) 

13-307.2(111) 

15-302.6 

15-307.2(iT) 

15-302.6 



15-307.2(1t) 
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15-302.6 

15-307.2(lv) 
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15-302.6 
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l5-502(p) 



15-304(j) 22(d) 
15-300 



15-302.1 
15-302.1 

15-307.3(mi)(7) 
15-307.3(m)(6)(l)(B) 



i5-307.3(t)(2) 
15-307.3(11) 

15-307.3(«) : 



15-502(q) 



TAXES 

. allowability of coat 

• exemption certlflcatea 

. apecial aasessmenta as capital Improvements 
. unallowabillty of cost 

• state sales, allowability 

tAXZS, PAmOaiTS IN LIEU OF 

• see PBiymenta la lieu of taxes 



15-307.3(JJ) 
15-307.3(Jj)(i) 

15-307.3(Jj)(U) 



15-304(k) 



22(a) 



2k 



TECHNICAL INFORMATION 

• meetings and conferezices, 



allowability of cost- 



TEIiOTDNE AND TELBSRAEH 
. allowability of cost 

. as general adainistration and general expenses 

• see alaa CoofflUBication costs 

TJIiEVISIOK STATIONS 

• as other institutional activities 

TERMINATION COSTS 
. allovabiUty 

• cdnmon iteos of material 
. continuing coats 

. disposal costs 

• equipsentt loss of useful value 

• leased property 

• alterations to - 
. restoration of 

• rentals 

• settlement expenses 

• special machinery, loss of useful valuo 

• special tooling t loss of useful value 
« storage of property 

• subcontractors* claims 

• transportation of acquired property 

• matter requiring special consideration 

THEATERS 

• as other institutional activities 

TIME, APPHOXIMATB 

• basis > for allocation of 

indirect departmental expenses 

TIME RECORDS 

• 'professional staff, use of 

reasonable tine estimates 

• teehBicians, mechanics, etc*, accurate 

attendance and Job time records 

TOOLDia 

• matter requiring special consideration 

T0OXJ3 

• small hand, loss of 

• allowability of cost 

TOTAL E}GPENDITUR£S 

• see Expenditures, total 

TOTAL POPULATION 

• see Population 

TOTAL SALARIES AND VAQES 

• see Salaries and wages 

TRADE DISCOOlfTS 

• as credits to indirect costs 

• as dsduotiona from material costs 

TSANSPOSIATIOK COSTS 

• allowability 

• entertainment, unallowability 

. frei^t, express, etc., aUowability 

• meetings and conferences, allowability 

• property acquired under tenninated 

agreements » allowability 
. recruiting, allowabUity 
. travel, allowability 

• see also Freight in; might out| 

Shipping charges 
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15-307.3(fflm)(2) 
15-307.3(mm)(3) 
15-307.3(«Bi)(6)(ii) 
15-307.3(nmi)<'^) 

15-307.3(ma)(5) 

15-307.3(mm)(5) 

15-307.3<nmi)(5) 

15-307.3(nffli)(6) 

15-307.3(inffl)(M 

15-307.3(mffl)(^f) 

15-307.3(mm)(6)(U) 

15-307.3(mi)(7) 

15-307.3(am)(6)(ii) 



15-306.3(b)(vl) 



15-502(r) 
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15-303(i) 



15-303Xi) 
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15-302.2 



15-502(s) 




15-307.3(b)(3)(t) 



15-307.3(6) 



15r307.3(d) 
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15-307.3(nmi)(6)(ii) 

15-307.3(ee) 

15-307.3(U)(1) 



15-302.1 
15-302.1 



15-304(b) 
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RAVEL COSTS 

actual yereua per dies basis 
allowability 

• OTar-all adfldaistratiOB aetiyitias 

• special 

• special or oass soTeoeBt of personnel 

• oatter requiring special consideration 

• specific research business 
items comprising 

SUCKINa, GENERAL 
as operation and saintenaaee expenses 

as salaries and %rages 
as staff benefits costs 
inapplicability to research agreements 

fNALLOVABLS COSTS 

• as other institutional aotivities 

• examples of 

• see also Costs: specific items such as 

Entertainment; Interest costs; 
Sabbatical leave 

UMBUDQEIED RESEAfiCE 

• see Sesearchy uabudgeted 

imCOLLECTIBI£ ACCOUNTS 

• see Bad debts 

USE ALLOWANCE 

• acquisition costs unknown, use of estintes 

• administration buildings 

• as general adodnistratioa and general expenses 

• allocation, methods of 

• direct to research agreements 
« operation and maintenance 

expenses, same basis as 
• inapplicability 
. buildings 

• allocation, methods of 

• as indirect cost 

• exclusion f^m orerhead under 

abbreviated procedures 

• rate 

capital Improvements 

• adjustments to initial acquision cost 

• as indirect cost 

• on Gcvemment-fumished facilities 
civil defense capital expenditures 
computed only on facilities 

related to research agreements 
current year's acquisitions 
defined 
equipment 

• allbcatiOB« methods of 

• as indirect cost 

• exclusion from overhead under 

abbreviated procedures 

• original eosplemeat, redetendnation of 

• rate 

• current records maintained 

• no records maintained 

• original complement 

excluded from total expenditures base for 
allocation of gexieral administration 
and general expenses 

LnappUcability 

• buildings and equipment ipaid 

for out of Federal funds 
buildings and equipment used by 
other institutional activities 
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15-307.3 
X5-3Q2.6 



15-302.6 



15-305 



15-306.3(b)(v) 
15-306.3<b)(v) 

15-306.3(b)<v) 
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15-30<^(v) 
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15-304<v) 
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15-303.3 
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15-306.3(b)(v) 



15-306.4 

15-304(v) 
15-304(v) 



15-302.6 
15-304(v) 



15-303.3 
15-303.3 
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• laappUcabUlty (Cont'd.) 
, grounds 

• iibrary books 

• apportiofloo&t 

« as iBdlrtct coat 

. not computed on OoTorasent-owBod or donated books 
rats 

. roTaluations of buildings and oquipsent 

• sogrogated facilities 

- . as direct charge to research agreenent 

• . total expenditures base, not included in 

VSS CEABQE ' 

• see Use allowance 

• as operation and oaintenanee ei^nses 

TJTZLZTT OONSnXPTION 

• abnomal 

• as other direct costs 

• ottltiple rates for allocating 

indirect costs, justification for 

VACATIONS 

• allowability of cost 

• as direct charge, conputation 

• as eoployee benefit expense, coaputation 

• direct employees, as direct cost 



VIUZE3 

• see Salaries and vages 

VOfiKKEN'S CCMFENSATION ZKSUBANCS 

• allowability of cost 
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QOESTIGMS fRESENTED AT MCWTERET. niT.TiitRNIA - lo ^y/^n 

1« Today's practice for auditor and analyst racoinin«nHa+-i««- j 
offic^ de?iaicns is to treat cost 1^rsSS SwJ?^r?SLr??'*S*^ 
price business and to apply it foiTOia. Is ttiiftte St^ i?^^ 
regulations? 1^ ^^at steps do you suggest foj SSi^J^Lf* . 
contractors to make practice confona to intent? aowxment and 

2. Tou aaj that if a procurement is coMpetitire thAt ^^-i* 

"hoot and a damn" tdxat costs make up the Imr M nLivi ^ **** * « 

don't, but negotiators do. iSfifaf Jbi^sJo^^f^ ST^- 

If your statement is the Government • rnhno^Sw ^ f>»t negotiators. 

passed on to IJe negotiator' s^i/aM^^J ^ ^Vti^ philosophy 

before «be contract can be ^prorod? ^ negotiations 

3, Contractor's Resident Auditor alw»ir« *.«™,«,+- ^ . 

contractor's profit ought to bTJn^^dfflS!!''"*'*** ^« 
redetenninable proDos2^^ Snit ?? J?^^\f^*^ « fired price or 
audit cost*, period? « xtmctlon of the Audit agen^ to > 

k. Audit Agency Insists that audita «^ ^4»^ 

posala i5Mt.be pertox»ed acSrSS io xyietexainahle pro- 

Opremniarnegotiators are prewed on ST/S^f ^ reports to 
language regarding the use SfcS? «M«!f^f regardless of tHe ASEB 

if advised thaTriinstatSert of^fS^d L^l* Contractor 
1^7 negotiator or contractinTofftSS Ir!"*®*^™®" aast be made 
they must accept audlS?sr?e^2j positionttat 
an item la oreAead «hiS tKStSJ wS^!?, ^L***^* all^r 
to "go home and wrk out your ^iZJ^^^^"^* Contractor is told 
contra«jtor do? (Aside f^ giVing vip and goSg*b«S)^'*" ^ 

iS're*^^gS2.'jrsf sjsi; jfSsf? 

^ DCD ever conlSJ aSoSbSSy VSeJl^"^,!^ costs?^, 
on a specific contract? Ihis latter sSJ^Sf^ *<> Perfom 

a^mador contract is awrdin^Vc^;^^ 

to the eoBpaay's other nonial busSsT contract is large relative 

w dlTUlon .gainst anotberhaJTbien ,J^'" 



7« Could you briefly state the cost problem areas in idiich Adrance 
lbderstaz!dlx2g Agreements haTS been negotiated to date under the nev 

8* Contractizig Officers often require the application of learning curves 
in arriving at prices before beginning production of a foUoir on contract^ 
and in other situations* Why are they reluctant (or refuse) to permit 
the application of these same learning curve computations in az^ving at 
the starting costs of a terminated contract for tezmination settlement 
puzposes? Why aren^t auditors for the government more familiar with learning 
curve oonputations and agreeable to covering these problems in all audits, 
i«e« for procurement and terminations alike? 

9. Is an Advance Understanding - as conteiqplated lay ASFR Committee - 

(a) to be covered by special language, on a contract by contract 
basis? 

(b) ''res judicata," in later contracts - 

(i) in some service 
(ii) let by other military services 

(c) to be negotiated on a single-service basis (like ovezhead rates) 

10 • Advance Understandings ^ 

1« Is it not the general intent of "Advance Dhderstandings" to bind 

both the contractor and ^1 DCD procuarement agencies with idiich 

the contractor does business? 
2« What is the feeling of the ASFR Crasnittee as to the incorporation 

of "Advance Understandings" into contracts by amendment? 

11* In the case of a contractor idiich received its first government contract 
between Nov 19$9 and June 30, I960, vfaat is the operatizsg policy of the 
Defense Department in amending CFFF contracts to incozporate the nev cost 
principles? Is an amendment of this tjpe idioUy at the discretion of the 
contracting officer? Does the letter issued by the Department of Defense in 
?eb i960 mean there is an obligation on the part of the contracting officer, 
iifaether it benefits the Government or not, to amend contracts let after 
Nov» 2, 1959j idiere the contractor received his first contract of a CFFF 
nature? 

12* Capt. Kalloy, in vieir of the fact that you are Chairman of the ASFR 
Committee, could it be possible to get a ruling on this condition? For 
ezasples A corporation nho has a large diversification of products 
has a division holding a prime contracts This prime division (A) has 
requested con^etitive f i^ed price bids on a piece of hardtrare to all 
coxflpanies willing to bid. This cozporation has another division (B) 
that has the capabilities to produce this piece of hardware and enters 
into this coapetition and wins the award. Would the CSovemment allow the 
division (A) tb include in its cost the price that the division (B) won 
the award on and take a profit on this price? 



2 



13 • 1-309 Sollcitatlona for Informational or Planning Pmposes^ It is 
the general"pollcy of tue Department of Defense to solicit bids, proposals 
or quotations only i*ere there is a definite intention to award a contract 
or purchase order* However, in some cases solicitation for informational 
or planning purposes may be Justif ied« Invitations for bids and requests 
for proposals will not be used for this ptirpose. Requests for quotations may 
be issued for infonnational or planning purposes only with prior approval 
of an individual at a level hi^er than the Contracting Officer* In such 
cases, the request for quotation shall clearly state its purpose and, in 
addition, the following statement in capital letters shall be placed on 
the face of the request: ^TSE GOVERNMENT DCES HOT INTEND TO AWARD A CCNTRACT 
CN TEE BASIS OF THIS REQUEST FCR QUOTATIOI, GR OIHERWISE PAT FCR IBE 
EIFORMATICK SOLICITED*" 

Question - Will this Regulation be revised to clearly state that 
costs generated by these requests wiU be allowed in 
burden? 

ASPR - 1 July i960 - Will ASPR ever eliminate other instructions 

that are issued by other Services, such as 
AFPI by the Air Force and NPD by the Navy? 
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PRic^ Waterhouse & Ca : 

' ■ J y^'' - '^ ' -y-ri^-r v'^ ■ v' ''Washington a, i>. c. 



Mrv-Jota' Marschalk;;"'-- ' ■ 

2850 Belden Drive • . • ' , 

Hollywood ■ 28 Cali^oiTila V-V:v-'- -': V: ; 

• ."^'^ Deaje^: J^:^^^^ ^'''^ ..v ^--r/V:-:-' ^i>'-K^^^ '^■'-■i^: -':^--^^^^^^ 

■^.■"■^i;; v;'iv>.\'-- Ybiur list;: of tea: questional.: and Xaptain .Malioy^*^^^^ 
: list of thlrtyv seem to me to provide the basia for a thoroii^^^^^-^^^' • 
and conatruotive. panel diaeussion. I have no further queatioria 

, , ■ to; pi^oM^.--^...^^,:;^^ ... -^^ 1\f-:fM W-'-'^^^^^^^^^^ ■ 

V '^-■-.^^ If it fitsl? iri with your /idea of the' (UacuaalOTr^'tv/i '/ . 
would like to direct ray- remarks bh\ the8eivarioua^r<^ 
primarily towiurd the manner^in^ whic^^^ the^; trend of^ eveht»^^ia;^? :;X: : # 
-: tieing^influenced b 

•■i.;-,-iand: toward., what^- aeeiavto: ae^t to, b*-. probable: Gonseqiien6e»%pt^:^tipmr 

C tread of ' evMjtaw Ma^or ephseqoeneea^ of ^eourae , inciudit!: thoae:^ 
/: whicte have their impact on: pvotXtr^ X think can. glvi»- thitff dis^ ? 
^:;; : cuaaidn: ithia- kind- of - a- twiat^: without ■> invading^- the.' areaa^;€^^S^'/-/ ■ .::^ 
" reaerved: fb» the lOtSO seaaioxi. oa the Theory and Praictice^ ofr ^ ' ; 
>: Profit^ and the other aeaaions^ idiich deal with s^^lxis'''ajnii):^^;C:^--^xW^ 
:: eoat accountings ^ As a matter of fact r feel that, o^u»?^beiiigL;?^^ ^^^^ 
thft lead-off seaaion^ we have iome: obligatibii: to lay thdi^^ Jifc/^^; 
v: groundwork for developing: the relationahip^ between th«>'^V?3 H' f 

• Procurement Regulation and/tha^varioua other subject matteri^:'?^- r 
Z;;, which will be dealt 14 th Ssl other meetinga» \ V -■■Z:3'Z'y\-^r'?^y 

■•./v^^-;.i^ " Ail' you: m^-' iaiomi iti. ie -ng^v f eelihg/'that ■tiie:'poaitibn/-^'-'^''' 
^ ;the; Ooveniment haa takea^ coat ' 

■ J:: prinaiplas lis: 6he3 whielt does aoae degree^ of violence to the " 

baaiife, concepiioi* of ::co8t:a^ 
: ^ id: the/ baaiff:^o<9t8epii6n. of pto bei|ig very meaningful ^ • 

v - : invthffe busiiies^^ 
V wall' alac^thiate concepts.: " ^^^ .' v 

withvcoat^'defii>lti&tx at the front^en<l and aeverely detailed H ^ 
• regttlatioiv of busiheaa activity at the tail-end. 7 Whoever v:! 

defines coata has thereby defined profit, and^ whoever: haa the :' - ^^^^ 
: cuatodianahip of f the measurement of jprbfit reaaonablenesa holda 
; alao? the power of affecting economic life and death. These may 
sound like abatractiona but I think I can give them a practical^ 
, tunt- in the; panel meeting as the various individual queations 
cometyp for conaideration. 



Mr. John Marachallt 



September 23, i960 



A particular aspect of these things which has interested 
me lately has been the development of governmental controls over 
subcontractors and their exercise through prime contractors. 
In the final analysis there is not much difference between a 
subcontractor and any other supplier, and accordingly, the 
development or this trend, under pressure from the Government » s 
auditors, is a matter which should be examined very closely by 
many more businesses than simply those engaged directly in 
Government contracting at the present time. I think this aspect 
of the general question of subcontractors* affairs should be 
brought out into the open for consideration. It may very well 
be that this is an avenue through which the general business 
community will ultimately be affected by the things we will be 
talking about with the thought that they are now the special 
problems of a special group. - 

■ • I realize that we are very close to our deadiine date I 
and that I have- not given you much time to respond to thestf- 
general ideas. However, X have; confidence in your: moderating 
ability and in my willingness to be moderated- .■^■ "■':-k-:-^:':^- - L V. 

See- you. In Monterey.: ' ■ V'X 



cc» Captain J. M» Malloy, Staff Director 

ASPR Division, Office of Procurement Policy 
Assistant Secretary of Defense (SW) 
Washington 25, D. C. 



Owtioos Presented at Monterey, California . 

it Kr^ Chaxoak aaya- that production engineering la aeparata v 
froB R&D» Defined as coat* "related to a product, being produced." ^ 
Does thi» aeiBip that produetlon engineering nist be so ixanadiately 
related that it becomes A direct coat of a. particular contract or 
order? Can production engineering be juat related in a general 
senae and a. proper overhead expense? If so »^ what ia the diatinc* 
tion between production engineering (presumably allowable) and 
developcaent (requiring advance understanding) • r 

2> If all "basic" researck haa been approved as an overhead coat 
for prior years without getting prior approval^ isn* t tha contractor 
gaabling on poasible disallowance of part of future ''basicf'reaeareK 
by trying to get an advance understanding and approval Isn* t it v. 
wiser to wait untiV a disallowance occurs?^ Has the Navy changed ; . 
its attitude on "basic" research with new regulations and noW: ra*: : v 
;.qairea: advance underatandinga? " ^ r:/-.;^'^'- S'^^ ■ 

3* Whia la safest method of es tablishlog' allowability- of queaticfa^l * 
naire- iteiasl (1) Advance understanding with contracting, officer;- ? 
on each contact or (2) Advanca understanding with residth&it audtr^\; 
on aceting system and allowability of itema desired in: overhead s i 

If the Navy will accept development costs aa an oWieh^ 
without burden, where the contractor has followed this ijMraetlc«:fo^^ 
years> why havtf the Havy auditors begun: this year: to disallow 
burden on disallowed development costs V thtiS forcing contraetora^: v 
to appeal (and incur the expenae of so doing)? ^■■■'^i^-^^^ 

5V : Assuming a company has entered into an "advanced tmderstAidiias'' 
re independent research^ auat each contract nevertheleaa contain; ^ 
a elauae re allowability before obtaining reislburseanntT (Or is 
ASPft iuelf iiltqiIQata without having individual.' clausea' i^ 

6*5 W«uldiyoi|; please expand on the: idea; Of 'Inirdeniiig the HSJ) coit. - 
cente^*rr^A^ auggesting that both! the direct and indirect 

'coata incurred in the R&D coat center may be allocated to coat, type 

. con tractat- 



T n** tte cii*^ iaterpritation that baiic research mean* 
iS^^«»l« inveatigator»a taoirUdge rather than 
^SSaIl2^^« i« «««'^ tha alinilar.interpretaUon V ^ 
^S^5!«!c?to^S«nce» IB tha stata of tha art) bean comunicated 

2S2iSl%pl« ravlawlng cwtractora' R&D progrw^ and , 
S Sa^^Govt! repreaantatlve. negotiatlns R&D cost allowances? , 
SifSu2stiai^» aske4 because recent negotiations hava Indicated 

a i racaiitt JULr letter i««uad by (Sen • oida dtrecta 

!hatrc«^tor costs in excJsa of tiui aaount ralii^wrsabU uad^^^ 
iSSy^SSSSS ara to ba disallowed. Do yo»» fionaidar st«h^ to^^ 
cSsistene with tha lnt»nt o£ jtha revised coat, prtxus^ 

9 ifr. Cheraak saya to^ bvtfdei* R&D<1«^ 

vlt Sik^^t M overhead*, Iin» e it a wall established ac^ ; 

-coLtin»::p^ipl«;^tl^^ 

^ial^provisiona governing overhead in it« subcontracts j 
InTviw o£ tto fact that tha prixaa contractor ^^^•^;:^^::mm: 
yoica^ ill. tha- negotiatioa.^f ^ subcontarac^.: dverha^ «mtai|^r|^;^^;:^^^ 

m Ara:^ fbllowing liltaly to beKcoiisi^ 

fsuilect tcf sharing) by Govt* auditors? ;f <1) TachnicaJ^ffort^r ^Jv 4 
necessary td aubadssion of unsolicited proposal ^ <?) »»Montt|et , 
technicaV studies conducted at Gc^rtV 



12^^^ Doea tiegotiatidn vilii tha cM«t«a*« C®"*'^^* 
of ai agtaeaint with thaa consatut^ «fe advanca undarf tantoT^a 
rasS«^ dav«l6p«ant wiach wilt ptoportionata 
aaoitor oetha agreed upon coata against all contract* or, da^ vaais^ 
wS^aoAadvancJ^^ witb|>ach c«it?fa<^ 



i3^^Hoi aj^i di»«ilowing: all R«j «"*-4<^f ^-^^ 

cwtracto* would hava to 1^ a<Wl^tionaV p^ 



14.. Would you coffloent on ailowaHUty -of R£© eoatg base^^ 
raasonabU fixed percentage of saleSi?^ Would you «WW|d 
resaareh: or product davalopismt of products whosa. basic research^ , 
waa dona under a CPFP contract "ir allowable if tha^ products 
ia^rovad by thia. appUed resetoch and ar# belas Jc^^ Covarnnwit 
oontraota t6::>their' priiaa contractox**v^,^':v.r>. ■ ■•. v::;^i'-;::V,;^'iS:.:. 'rhy- "^Z-.:}^ ' 




15* H«t the K«V7 actually completed negotiation of advanced ra* 
search & development rates vith any contractort (pursuant to 
ASPft 15^ ilS It 8o vbat form are the agreements taking? (i.e* , 
dollar whdmm^ overall X or X by program) , (2) if so, what % 
of stipport is generally given by the Govt, (i.e., 30%, 40%, 80X 
of cStractora total independent R6© costs , etc* ) ? 

16. Please discusa the possibility of achieving a uniform set of | 
cost priaeiples ASPS US AEC*- ...... . 

17; What la the *'genettdly accepted accounting proceibxre. & practice'' 
f 01^ allocation of S&k f or a imilti-plant corporationt.^ ^ 

lii^ la it fair to require one contractoxr to burden hia reaearch : 
costs wl^la"ott'the other hhnd you permit his compeUtor to continue 
' not. burdening it*- ^ M'-'''--^. 

is* Aa a former AF contracting of ficer t know a feeling exiata in 
the Govt regarding advance underatanding. for R2j)* % 
(at tha If0i£in8 level) feet they are sinning If they allo«t RS^>.;^^^^- | 
Hoir can eacpect to get ahead if thia philoapphy eadata* Purther^^^ 
MCPC in the AT aa well aa tiia AHIX: review Coonlttee bal^ at ^ 
':advanced understanding' re : jack Paula lecture* . v^^^fe'"' '■^ :^t?-'^^'V ! 

2(r#: Is aft "advance underatanding*^ agreement limited to csueation bt 
reasonablexwaa and allocability or imy; it also coiyer qj^ of ^ : 

: allwabaityt ; ;.. '%,^fy'^:''.:i^ } 'rf^-; ^---'0-^^^^^^ 

! 21. Asauma tj» performing under contracts 'iilf^\ :^\ 

botil the the AEC and that it acexm&xlatea bidding^^ coat# 

ints stt overhead account^ appUed to direct labor. " Since tt^::;:-^'"'^::^:, 
AWmit not allow sucii coata, may ths contractor accuBRaati ; ' 
bldd^ costs to the USAf separately f^tom those incurred in biddias. 
to the AECt rec<rraring such ySAF bidding Costa as an -bverhead Item ; 
applied to^USA7 direct labor only . (This ^leation address<|d: to • ^ 4 

'\ Mr^jftwsaiiaiux^::: r ■ • '■:A:,-:r ■ -Ai '^■'■^9?S^;•'^-5^■s^■ 

JoiS^imat a« >^ 

:.^t«: overhead! ''V: : ..' ■■■^'l-*^:'-^;-' /I.-' 

23. Hais the Navy any procedure for getting, in k tlsaely mannai^, 
\ advanca understandings affecting contracts of mora than one Btunau* ; 

If SO>^t;iS itt. -'i"-- "X-'^-S^-Z:," -W-:-:;. 




24f h PleAfl* explore A llttla Bora the distitSGtlon between research - 
and devv^LopSMitT^ a^ dpeolfie ease t A conipany haa developed a 
proprletarf" pl^M^t (built one hand made prototype) • It then 
plah« to oaSur A pilot run of a f eir nore uni ta ^^der the super- 
vision of tfat «n<8^6^ C^ttid in his lab) \0fao developed the product* y 
After coopletion of the' runy production^' drawixiga will 
since they can't be completed before* What category do the original . ; 
costs fair into and vhat category do those comieoted with the pilot 
run- fall into? What about allowance of these costs in overhead? 
The units to be auide in the pilot run will be used for evaluation ; 
and TCLOZ sold* .'■■r''" : •-; 

25* (a) You nade a careful distinction between basia researeht/ ' 
applied research and developinent engineering. Questions Bo«r dotCv; 
these distinctions affect the means by which these costs xsay-b^^^'^^^^^^^^^^^^^^v^ : 
recovered^ (b) You recooBiended that contractors reach an advance : > 
; understanding as to the percent of total s research & dsvelopaent v - 

V dollars say be: recovered^ I read the ASPR to loeanc that^ dueh iwsirK - 1 
;:;';Shasiaft;vuqr be:?dasiri^l^ not- ess«tilt^>c^^-^An]^,.do^^ 

B/2(S^«'!:^;::^^;-t^'ab^ an:' advanced^ undera tandin ..jufe. EMI . ^cpensesl 

unailowabls if nor specifically authorised; in cost typs ^contractsf ^ / 
X read noUiins in new ASFR: that si^ thA<^ eithei^ itd^^ 
standingsvir specifid eontraotusl ^ ar* iasndstbry fbr^ 

: ■ espenseS' ta:'be''allowitbis;^:- ^^-'-^Pir l 

V 27^ Hs supplied tescarcfat wide^ old A^& lj» It is 9^ tndfl^ 

thait tha^ Controller of the Kcv]^ has iisiie^ to hig field'liuditorsi^.^^^^^^^^^ 
^'^ itt^'ihterpretaticm thatJ states isr'part:. ^applied researe^^relsted'^l^'^'r;:'' 
;^^td prodikt lines for idii^^^ thar contractor has CPTF. rated; on. the- ^^^j^^^^; 3 

prenise? tibat this ai^lied rsMarch is getuMl rese^ and as sueli^> - 
^ is specifically unallowable by ASPIU (luestionil)Is thar inters x 
i preutiott not inconsiatsni^ with the curreii>t definitloir of dpplied^ ^ 
: resesreh? 2> Wh^ is ttiis ibterpretatioa M»t readily ^vailSble to 
X v:cbBtractors?r«i:i-^y^r<-v::. -C-- -S^i •■•■.•x;. r-::.-:^;;;-;:^^;-. 

f- 2ti /^wfiir>iia^,<«^ Seiu^-XVbs^ 
t- oik ■ids^witlir.t&i^ Auditor. om the dontrsctinffi of f leer*- (2) Qn-s PFift^? • 

or m dontiMCV #0B>s contTMti^ will not recbgiij^ tjyc^^v^^^^w^^^ 

; cost sharing research^ can this untficognized shara be re^ ^ 
j^sllocatad'.to eall. the. CPFF-'^contractav^S;^:.,'-.- ^ ■■^■■■■■W: u. --6-; 

; • ; V'^:''-- ' ■ '^-^j'cr - v J > '^/V./- "-^IvViyv^^ 



RAYTHEON 

WALTHAM 84. MASSACHUSETTS 



COMPANY 

• TWINBROOK 9.8400 



12 January 1961 



Mto Kenneth K« Kilgore 

Director, Audit Policy Division 

Office of the Assistant Secretary of Defense 

Washington 25, Do ^ ^^erense 

Dear Mr* Kilgores 

^* ?Iln^ ^^*^f ^^^^ *he distribution of the 

Contractor's Independent Development costs? T^ere 
are apparently two different points of view in lL 

cSi?ractf '(2)'^:^.?"^^ applicable to producUoJ'' 
th2 : ^ * ^® distributed to all of 

line orJonL/ ^^""^^ including product 

line oriented-sponsored Research and Development contracts. 

I have heard some interpretations to the effect that 
that portion of a Contractor's Independent Research 

as. well as other G & A costs. Development " - 

^aidiS\n1h«' negotiation of Advanced Under- 

SrJfJn^ iu ^® "^^^ °^ Research and Development 
neao?l2f^?'^' mentioned in 15-107 shoSd Ee* 

and possibly- travel co^?: f ^'^f"*"^* costs, royalties, 
personnel mLemen? Sould 1+ I special or mass 

establish machinerC fZ ty appropriate for ASPR to 

Understanding on olhfr.^ negotiation of Advanced 
and indirec?^osts? "^"""^ P^'^^V *° S^n^al 



2. 



3. 



8. 



^ V 4.v.a nhrase "Product Advertising"? 
'?„"ri?StiUf.5v"tlsement displaying a Missile 
Sys?"m in "Sad" »r technical Journal properly considered 
product advertising? 

I„ order to "°i^f"™ird'It°b:%rp"rrfatrfo l^t^ 
fee price """{l^uJuna of all the consldeia- 

^roJs'oSertrc^srSl rsicSjS lovem the pricing 
of a fixed-price contract, 

«^m^n4- +n Section XV required to recognize the 
Hsroffx^^ facilities end pe?sonn.l resulting fro. 
"stop work orders"? 

^ *4 « Yv 005 26 makes the statement that patent costs 

S«r,^t a n^n-excluslve royalty fee lloense. un- 
allowable? 

Why is a modest subsistence stipend for f^^l time 

Sftrrt^sn^s-t^n^^^^^^^^^^^ 

ontj means of support for himself and his family? 

IS this a correct interpretation of Section XV 205.22 (e). 

That a Contractor who chooses, because of the need for 

rtmir.vailable on the outside at a lower price? 

,. since independent Res^roh is distrihute^^ 

fsVn r,reni^;:- iTll "/racUcVl to apply 0 » A to 
Independent Research? 

1. 15-2C6.35 "cognues independent^ 

to be an allowable cost ^^'^ '^V'^J^ the Government 
is recommended but not "^^^j-.^^fiu aUocable share 
unwilling in many ?^^!J*°^!^%f?he following premises* 
of these programs in the lignt or xne 

(1) that the same -"P^Utlve restraints exlst^l^^ 
the prices of government contracts 
conmercial products. 



(2) 



satisfactory criteria for the reasonableness 
of Research and Development expenditures exist 
or can be established 



(3) 



a contractor who is forced to share the cost 



of his Research and Development is at a 
competitive disadvantage on his Conner cial 
products v^ich must absorb the unrecovered 
costs allocable to Government Contracts on 
his commercial products* 

(4) A contractor who chose the disputes route 
can probably recover lOQ^ of his Research 
& Development on after-the-fact pricing 
actions* 



I am not sure that these questions are actually pertinent to the panel 
discussion to vrfiich we have been assigned, nor would I object violently 
if you eliminate most or all of them* I am sending you sufficient copies 
to distribute these questions to Colonel Blattau and Mr* Jones, if you should 
choose to do so* I am also sending to* Beall a copy directly* I would appreciate 
receiving the questions suggested by the other members of the panel and I would 
also appreciate further opportunity to raise additional questions as they occur 
to me* 

I am attaching to this letter, a copy of the brief biographical sketch 
which I mailed to Mr* Youngblood of NSIA* I look forward to meeting you and 
the other members of the panel at the end of. Tuesday's session* 




15-205.22 e 

"Recognizing that it is the Contractor's long established practice 
to price interorganization transfers at other than cost for commercial 
woric, in connection vith the wrk under this contract, the Contractor 
shall he free, but not obligated, to use any article or service 
customarily produced, assembled, or provided by the Contractor in the 
regular course of its business, provided such articles or services are 
billed at the lowest commercial prices charged to an outside user 
purchasing in similar quantities." 
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QUESTIONS FRESENIED AT HSIA. COST ISINGIFZES sranTw^n 
2k and 25 January I96I 

1. Althovc^ you bare said that it may be neceasaij for the Sexriees 
to issne ia|)le«enting Inatruetioaa - lAy does Uie Departnant of Defense 
pexnit confllctlag Jastructions to be issued on Interpretations of the ASHl? 

2. Why doesn't the Departnant of Defense require that all inplementing 
instmctions ty the three Services be cleared by the Departanent of Defense 
to assure that the instmctions are in eonp^ance with ASK? 

3. Why is it that one branch of the Ooverxaent (Internal Revenue Service) 
aUovs a contractor's eaqpense and another brandi of the Qorexnaent (DCS) does note 

Erasples} Advertising 
Lxterest 

U. Entrance into an advance tmderstandlng on independent B&D eroense 
aast be done vith foil knowledge of all the partiieolars involved. If patent ^ 
ri^ts to independent R&D inventions are not requested at the time of the 
advance undarstanding but are requested during the negotiation of individual > 
oootraots subject to the advance understanding, a contractor does not knov 
the full cost of the advance understaadiog entered into* 

What is the Oorernnentt 8 intent on requesting patent 
IrU^ta to independent R&D inventions and when viU it 
request such ri^xtst 

5* la q^ting on Fixed-Price contracts, wljy is it necessary to preoare 
cost breakdoms, bills of aaterials, tabling Usts, etc. idien the coateaetlte- 
agency a^ts ftankJy it is only interested in the low bid? This adds ' 
wasiderable costs to our operations when the information is not used unless 



6. Is tiie Statement of Cost Prtnclples the only published or uspubllshed 
cf policy (or interpretation of policy) on "Pre-Contract Costs?" 

wooJii' uSlS ^^.'^^Sfff**^' ia^contract pricing. Why should contingencies, 
SSSSJdIs'cSi ^stloned by auditors and negotiator^? 

8. 



y^!*^^^ iSJTJf ^! business judgment in deternlning reasonableness, 

'•••'"Senesa^!: Pf>KL«M result froA a difference of opinion on 
•<»^ basSell* judgSLtJ ^* °" development in this 



o the qaestion of mortgage interest - Should steps be taken to 
iM»«Miilsh thla cost £rcm other kinds of interest thereby removing 
STreaent penal^ of realty ownership? 

ID Let's face the fact that all DCD procurement is running Aran 
dimculties with GAO and Congress. Miy, as you lay awake nigh-Cs worrying 
Aat± new way» to squeeae the contractor, do you not also seek ways to pay 
for fair costs Incurred? Money which you are. In effect, borrowing fron the 
extractor - no* ^8** ^ • fair ccgEI 

31 With the develqi»nent of different approaches to coat recorery 
as imiied by the issue of separate set of cost pr i n cip les by jffiC, what 
efforts are being exerted to achieve a ecmmon set of cost principles for 
all Govemaent agencies? 

22, Has Bureau of Budget anthori*^ to dictate changes In ^fB cost 
principles? If eo, on idiat authority - statute, exeeutiTe order, or whatt 'f 

23. Be ASFR-35'*2Q$*U1((^)« Costs of part-tins ednoatioa relatirs to 
Job reqairenents of bona fide eaployees^ The vords ''related to job 
requlresaents" are siabject to different tntezpretations* Could yoa discuss ""^^ 
the intent of the paragraph^ ASm l5«*2Q5#lti((b)? J- 

Ik. Location Allowances at Field Test Sltes« Esqpense aUowanoes anchor 
bonuses for living at field test sites mst be considered along vlth total 
•alar7 in detendnlng reasonableness of over-all conpensatlon to personnels 
Hoir does DCD propose to control (through ASfR Cost Principles} the pagmecnt 
of expense allovances or site bonuses without also controlling orer-alL 
salaryT Is It proper for the DCD to attempt control of salaries? (I think not)# 
How do contractors aieet coD()etltlon in pasnaents to exqplorees idien controls 
on Mthod of pagnnants are imposed? 
Z would like to have some discussion on this subject* 



15« lasTers and the problem of ''consideration'' are blamed for the DCD 
refasal to pexmlt wholesale substitution of the new principles for the old* 
(MdaH this be done under Title II residuary authority - '^without consider^ 
atln* - on the Secretary's finding that It would facilitate the national 
defense (in acWLnlstering controls)? 
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16. Tbe 10 Febmax7 I960 aeno of the Assistant Seeretaxy of Defense 
to the Assistant Secretaries of the Amj, Hwrj and Air Force relative to 
tmifoxm proeedares for the Implrnnent ation of the zrerised cost principles 
provided that contracts entered Into after the eff eetlTe date for the "new" 
cost principles (1 July I960) could provide for the extension of the 
gppHoabilLij of the "old" principles throng the end of the contractor's 
current fiscal year* Where the extension has been granted, do the "new" 
cost principles automatically come into effect at the close of the con- 
tractor's fiscal year or does it remain as a requirement that the shift 
Area the "old" to the "new" cost principles fflay be allowed only if there 
is no dtsadrantage to the Govemnent? 

17* iBi the absence of an amendment to an "old" contract to provide 
for the fls^lication of the "new" cost principles, is it proper for 
contracting officers to seek the Incorporation of the "new"co8t principles 
to amendments or stQjplemental agreeaaents to such contracts idiere the scope 
of the work or procurement is significantly Increased? 

18, What is the real Intent of ihe new Sale and Leaseback Provision? 
Is Hr* Landesco's Intexpretatlon correct? 

IS, Re: Sale and leasebacks s 

1) Is rule different when lease used as a means of original 
financing - (i.e., irtxere contractor never had title) - 

as opposed to idxen conteaotor had title, then calls a lease-^ 
back? 

2) Is contractor prohibited tm realizing legitimate product 
so long as rootal fixed is fair, reasonable and competitive? 

20. Iilhy should any ^ costs be disallowed? 

Why not allow all costs to be spread proportionately over all 
tgnpes of business, and apply the rule of reasonableness, pTus 
acceptability of the contractor's accounting system? 

21. ASFE m. Part 9, apparently Intends that (a) contractor's 
Furdiaaing Systems and (b) Major ZNdividnal Subcontracts will bo reviewed 
and approved on basis of new ASPR.X7 (i«e*. In pricing and cost analysis) 
onog other bases* 

. What is the ASIR Cosadttee planning to do regarding some 

or ^ Mcost audit and transfer" (from subs to primes) problems mentioned 
IT Mr, Cook of Vestln^ouse? . . 

probliie?'^ ^ meantime, idiat can procuring activities do to meet 
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COBXR/IC!? COST FSISCIPIES 
Captain Joba H. Malloj, SC, USH 



Qmiimxfy Axned Services Procoreaa^ Begalatlon Coomlttee 
QfTLee of tbs AssistaBb Seeretaxy of Defense (Supply and logistics:) 



at the 

BSI4 Seminar, on Department of Defense Froctnreaeat 
Utader tine, fieylsed Costract ' Cost Srlnelples and I^ednres 

Washington^ . D. C» 
January 2k, 196I: 

I vould. ilke to congratulate the Ssrtional Security Industrial 
Assoelatlon for its sponsorship of this seminar on cost prlaciples*. nHs 
exceptionally large turnout is aa^le eTldence that interest la cost 
principles, has not diainished. 

frcBr.tlne.to tine to talk about oar conmwn problems.- Hbroreri this poses- 
c^tajn^fundaaeatal problems: for; the Goverameafe r^seirtatlvir^ We^ 
h«e-rtoday to trade experiences -Blth you and to listen closely to -what the^ 
industry sp^esmen hare to say. We vlll be particularly interested in the 
l^iof questions idjich.yott pot to us as this should be a good barometer^ 
S *««*3e spots in the appUcation of our cost principles. 

Ote Gojrernmeat.represe^ vho are here today, 4»^t«^4.>e wS.^ 
JfhSi^^i*** Officially for the Dei^ent J^iS^! L^ct, 

^SSUJl^tr* advance coordination vith respect to our 

,4???^' TO intend to provide you Trtth our best lafanial 
Tievs and, realistically speaking, this should be quite helpful to you. 
As you are aware, the subject of cost principles is an are« la T«il<i » 
vldely. oans is true obviously idthin the Dniartment of 
J*.""^ °^ " heaJ^coafUcting ^S^e^Ld 

^^r^^^^:'^ This, hovevS, is thTStS^ 

2^4^ "i" ^ ^ ^ expression oflnSv^ 

Ii!!!«r* ^ ^ reaching the right decision irtth 

respect tp any particular cost itea or cost laterEtretation.. 

- ^J* has.be«i our experience that it is not possible to provide 

^^^^ 5^ solution, to every costing problm. Eroi tSnTtlae. 

Jy-^^racting Officers for sucb neat soUrtions and, o^ 
J®* " ""^ requests Axn indiridual ccm^aqy repJeseSatives 
Sk^^r?!*° arexyone. Of course, vanSttew^ST^^ 

Pjctages ^ it suits his ova particular purpose, but I an rather certain 

SS^4^'^."- "^"^ 4-»^tS^ 



aay studjr the particular area further* Tlhlle ve hare found that there are ' 
often BO easy answers to sone problems associated vlth the cost principles, | 
particularly Insofar as chftTiglng the Aimed Serrlces Procureaeizt Regulation ^ 
Is concerned, ve frequently are able to take other euSxnlnlstratlye action to 
advise our contracting officers and negotiators of the underlying purposes 
of sens of the ASES prorlsions* 

In any event, please be assured of our good intentions and ootiyations 
1& connection vlth our continuing study of contract cost principles* Above 
all, I suggest that you not develop a feeling of firustiratlon Just because 
easy solutions are not forthccoiing on the spur of the moment* After 
all, Z need not remind you of the problems that remain in your own 
companies traat week to week* 

I do not feel that any good purpose would be served by re^hashing 
the many arguments and counter-arguments vbldx were fully explored and 
evaluated pzlor to publication of our cost principles* Bather, I intend 
today, to cover briefly the basic underlying purposes lAlch motivated 
xis to adopt so-called comprehensive cost principles and seme of the current 
problems that we ftice in implementing any regulation, particularly one as 
ccopUcated and as far-reaching as is Involved in cost principles* I will 
cover the use of cost principles and cost breakdowns in the pricing and 
negotiations of contracts as I am sure that this subject will bubble to 
the surface several times during our discussions* I believe that you may 
be particularly Interested in some of the areas of the cost principles that 
we are currently studying and, hence, I will outline these areas for you* 

Most of you are aware of the fact that the cost principles were In ^ 
the process of consideration within the Department of Defense for a period of 
several years prior to their publication on 2 BbvenLber 1959* ^Ihen finally 
adopted, they had been considered, in seme detail, at high levels vlthln 
the Department of Defense* We had several basic purposes in mind in this 
exerciser Ve had the obvious problem of updating our then existing cost 
principles, wlildli were originally published in 1^9$ cm^ lAlch remained 
essentially unchanged over the years* Also, we were seeking to achieve a 
greater degree of imlf oxni*^ on costing matters within the Department of 
Defense and among our various contractors* I recall a discussion whldx Z 
had about two yeaors ago with the CongressDan firea nor own District who was 
an active member of the House Armed Services Committee* For seme reason, 
he Just could not understand why, for fflrawple, the cost of incentive bonus 
plans was not allowed by one military department, vhile the other two 
departments had testified before the Committee that they could see nothing 
wrong with this type of expense per se, and that it was being allowed to the 
extent that over-all compensation n» reasonable* Els rather pointed question 
to me was, *'Vhy does»!t the Department of Defense make its mixsd with 
respect to this area of cost and put all contracting officers on the same 
team?" 

Zn addition to seeking unifozml^, we were also attemEpt^ to provide a 
ftramework so that a particular cost would be treated, poli<7-wlse at least, 
the same way, regardless of the type of contract esgoloyed* We could see no 



xAfyr OUT TXJlicy should "be different on an item — such aa contrihutions 
O ^^J^ ^oM-- under a cost-type contract as against a follow-on contract of 
and type* In other words, we feel that a cost is a cost regardless 

of^Sract iwrolved* In making this generality, however, we do 
^LTfftS^o lose sight of the inherent differences which are reflected 
ii *S^S^icuIar type of contract used* Htowever, these inherent differences, 
i?e?as^«ree of risk, for exaapla, should be lodked at squarely, and 
equated on the merits, rather than he huried in a different cort treatment* 

In connection with the individual elements of cost, we adopted ^rtiat we 
consider' the hest result possible under all of the circumstances* ^y this, 
I BKsn that other elements of the jGlovemment, such as the General Accotinting 
Office and the Congress, have long held strong views in some areas, and these 
views could not be ignored* Up to the present time, we have been successful 
in defending several of the allowable cost items against critics who feel 
strongly that the Government should not pay for ceortain particular types of 
cost* 

Many of you have bent sqt ear privately to convey the word that the 
Ijqplementation of these cost principles thzxmghout the Department of 
Defense has been rather harsh* Theare are inherent problems of Implementing 
policy decisions in any organization, particularly one m large as the 
Department of Defense* This is probably the most difficult problem that we 
face in developing any Important part of the Armed Services Rrocuirement 
Begulation* We atteapt to develop policy which is at once applicable to the 
large contractor and to the small contractor, and to the contractor doing a 
large volume of business with the Department of Defense and a contractor 
whose total volume of business includes only a small portion devoted to the 
Department of Defense* Interestingly enough, during the development of our 
cost principles, one of the strongest indiastxy objections was conceamed with 
the degree of specificity and detail which we insisted was a necessary part 
of the cost principles package* We are now finding that industry representa- 
tives are ccaplaining that our regulation is not specific enough* In other 
words, iiidustry, on the one hand, argues for gejieral policy guidelines with 
TOftylTBum re l ian c e on the application of individual Judgment to specific 
situations while^ on the other hand^ industry seeks specif icity : in the cost 
principles as a protection against the application of the wrong kind of 
Jud0B«Ktt (frca. their point of view) being exercised by a contracting officer* 

la any event, the militaxy departments have issued very little in the 
way of implementing Instructions*. All of the departments are in complete 
agreement that it would be unwise to allow extensive unilateral ioplementation 
of the cost principles* This is not to say that there have been no suggested 
iai^leBentaticfns* For example, many contracting officers feel that our 
coverage on travel per diem, and moving expenses is tod broad* They want 
yardsticks, such as suggested per diem rates, or maximum limitations on the 
weig^ of household effects such as are applicable to G overnm ent personnel* 
For the moment at least, we are of the opinion that these matters are best 
left for individual evaluation against the over-cLll test of reasonableness*, 
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I voTild like to torn nov to the use of cost principles In pricing* I 
hscn found that feeling often runs high vhenever this subject Is hroached* 
Am a wtter of faet^ the appUcahlllty of our nev cost principles In the 
f lxed«*prlce area >ms the most significant area of discussion vlthln the 
Cepartaisat of Defense In our consideration of the cost principles. Many 
knowledgeable people vlthln the Departmeat nere genuinely concerned that 
axQT cost principles developed for use outside of the cost reliabursement 
contract area vould Inerltably result In formula pricing^ or the autC8Batlc 
resolution of pricing problems strictly cOong accounting llnes# Others felt 
Just as strongly that It vas essential to sound pricing that the parties 
hare a clear lObderstandlng of the cost base^ and that the peculiarities 
of the contraetlng situation should thereafter be handled through appropriate 
types of contracts or special contract provisions # 

We hare set forth our policy direction on the appllcatidn of cost 
principles to other than cost type contracts Jjn, Section J7, Tart 6. 
Bere ve have done our level best to cozoe at this probleBi in a realistic 
fashion. We made vhat I coxusider to be a valid distinction between retro- 
spective pricing and forward pricing* We very carefully Ixsdicated that our 
basic pricing policies and procedures^ which are contained in Section lU^ 
BEort 8 of the Begulation^ are governing and shall be followed in the 
negotiation of flzed-^price contracts* We have indicated^ in a straightfosrward 
Banner^ that the cost principles sjre to be used as a guide in the evaluation 
of cost data^ when such evaluation is required to establish fair and reasons 
able prices* 

I have often been asked to elaborate on the term "shall be used as 
a guide." Here we singly mean that our cost principles should be followed 
in. the usual situation, and that a contracting officer who departs frcm the 
cost principles assumes the burden of Justifying his action. This seems 
only fair, and is the type of ccBspliance idiich you would expect fircoa the 
eoplcgrees of your ccnpany in carrying out stated coopany policies. Qorwever, 
we mean vbsA we say when we Indicate that cost and accounting data may 
provide guides for ascertaining fair ccnpensation, but are not rigid 
measures of it. Other i^pes of data, criteria, or standajrds may fcmaish 
reliable guides to fair compensation* The ability to apply standards of 
business Judsnent, as distinct fircm strict accounting principles, is at 
the heart of a negotiated price or settlement* 

I am aware of the industry contention that, however well intended 
our policy pronoussceaents in this area, the actual fact is that defease 
contracting officers are engaging in formula pricing on a large scale* 
It is most difficult for us to objectively evaluate this contention* I 
think it safe to say that we are paying a great deal more attention to cost 
analysis now than we did in the past* We are also requiring ow major prime 
contractors to do the same thing* This greater attention to cost on our 
part is not necessarily attributable to the publication of the cost principles* 
We have a great deal of evidence, particu3|trly frca reports issued by the 
General Accounting Office, that we and our prime contractors have not beea 
attentive enough to the cost aspects of our negotiation procedures* 



Ve fuUy iBbend that our people pay more attention cofj, but only la 
• JLSaLiTSere «uch atSrctlon iB esseati^ We 
mk» no apology for tJii«, aad confllder it to t)e a sound step la our 
detemlnatl^o tigWen tq» all along the line in our pricing and 
adalnistration of large contracts. 

I vould to change direction slightly at this point in order to 
adrlse you of seme of the actions -wbicb ve have recently taken in the area 
of cost principles^ and to outline seme of the specific matters lAldx ve 
h8?e under active study at the present tijne. 

Ve hsv« ccopleted drafts of cost principles applicable to the 
acquisition of facilities and to constroction contracts* These cost 
principles vlll appear in Teaeta k and 5 of Section 27* Both of these nev 
Psrts! incorporate the basic principles found in Bart Z, and set fortb only 
those: particulars vbich. are peculiar to facilities or -construction. 
Appropriate Industry associations are currently being afforded the opportunity 
of rerlevlng and ccnminrtlng on these nev Begnlations. 

The Bureau of the Budget has very recently revised its circtOar A-21, 
vhich prescribes cost principles applicable to research contracts vlth 
edueatioaal Institutions. ASFB Section TT, Bart 3 viU be changed In the 
near future to reflect the changes directed by the Bureau of the Budget. 
Tbefe changes are, for the post part, of a clarifying nature* although the 
cost of the Sabbatical lacve viU be allomble^ lAiereas item, is 
unallowable nov. 

We fiimly believe that changes in Section X7, Part 2 should be 
to the absolnte minlanm. Other spealcers on today's program vUl elaborate 
on the difficulties that are encountered 'vbe& different sets of cost 
principles are being need by a particular contractor. We have been *fc-i«w»g 
seriously of establishing a nev Part 7 in Section X7, vhich vould contain 
so-called cost interpretations. Here ve might include additional guidelines 
as to. reasonableness or allocabllity In connection vlth a particular cost 
item, even though the cost principle itself remains undisturbed. ■Ph^a new- 
sound like an easy solution to the problem of rt^m^yni^^j^^ changes in the 
cost principles themselves, but ve have found, on analysis, that the creation 
of a part on cost Interpretations might veil Introduce a awriad of additional 
Iffoblems, particularly of a legal nature. While ve have not necessarily 
rtandoned thle idea, ve have not as yet ccne ixs<m a specific situation 
vhich vould lend itself to thia treatment*, ' "»a*ion 

2?!L5*^ specific areas that have been, or are currently occupying 
our attention.. We are making a change In Baxagraph 15-205.6 vhich concwns 
^"^^JiSf" - scoetlmes caUed -supplemental 

S?^^«Jfff*^r ^ ^^"^ ^^^»»8» ^ costs vill 

berecognlaed only vhere, and so long as> the Isolation or unfavorable 

» site makes such paarments necessary to the 

TOccapllshment of the contract vork vithout unacceptable delays^ This change 

SSt'^-^'SiJ"^ "^i^.^v? 31 J««a*«7 1961 shSl have a ^SL of 

SSfaSsSla^S^S^e^iS^i."^ ^ ^ *^ «^ 

5 



The total cost InrolTed'ln the area ot recruit lx« expense contlzxues 
to iDe a natter of concern to ns* A recent study Ijy the Department of 
Defense Inaicates that the level of recruiting e:^nse for defense con^ ^ T 
tract ws is considerably to excess of that being experienced by contractors^. / 
en^iged to civilian business* Vhile ve sdght logically expect higher 
costs^ to the less stable ana of defense business, ve can all recognize 
the ->^ential abuses vhich are possible* The Military Departments 
coatizsae to adxainister this particular category of expense vltb a heavy 
hand« We do not, hovever, contengg»late any change to the cost principles 
covering this itesu 

Advertising to trade and tech&:|cal Journals is presenting some 
very difficult problems of adainistz*ation* This area involves a small 
fracrbioa of the total cost picture, but there is, nevertheless, a 
substantial aaoust of money involved* Our cost principle is couched 
to s^neral terms, and ve have been faced vith different applications 
vithto the Department of Defense to this area* We are also arare that 
the number of trade and technical Journals is increasing at a fast clip* 
We have attempted to develop an aispllflcatloa aaod clariflcatioa of our 
cost principle, but without much success* We are nov undertaking a basic 
study to determine Jtist vhat our defense policy to this area should be* 
X am unable to predict the outccne of this study at this time* 

A question has arisen with respect to ^Aether independent developnest 
expense can be allocated to all york of the contractor to the contract 
product T-t^ (including research, and developoent work), or lAuether 
independent develppaeBt eacpense caa be allocated only to prodactloa 
contracts* While the problem arose with respect to the interpretatfoa of 
the provisions of the cost prtoclples as now worded, we are studying 
the inatter to seek the right sototloa* In other words, a de noro look* 
This is a close question and we hope to have this matter clarified to the 
near future* 

A problem has arisen with respect to the allocation of certato 
personal property taxes* Thto problem is aggravated to states where the 
applicability of state taxes to defense material is to dispute* The 
question is lAether such taxes should be segregated and allocated directly 
to r:«ach class of custonier, i*e*. Government work and commercial work^ or 
whether these taxes should go into an overhead pool for allocation to the 
usual manner* It is our tentative view that these taxes, when significant 
to aznount, should be handled as direct costs* We are to the process of 
studiylng the approprtote laethpd of toplementing thto conclusion* Thto may 
result to a change to the cost principles and to our standard tax clauses, 
as .well* ' • ' 

We are beginning to hear that scoe contractors are seeking to gadn 
a liberalization of the cost principle concerned with charges for material 
transferred between plants or divisions under a ccsmaon control* Our present 
ASES coverage on this subject represents a liberalization firoA the prior 
treatment* Many of you will recall that industry recommended a more liberal 
policy to thto area* However, the present regulation is essentially one 
of c c ai prom toe between the industry and Government positions* Seme companlei^ 




indicated that they do not van* to give the Govemment the "most 
$%ored custaasr" price* Problems have €l1so arisen vith respect to the 
f^m^old hj the contractor through commercial channels*^ Problem 
!^m8 arise here in com^ction vith an item that has only a military 
^fniication^ and is sold as a stibcontract item ezclaslve3y to other 
^ease contractors* I thixdc it safe to say that ve are not disposed 
tottke asy basic change in this particular cost principle at this time* 

One final item concerns Itself vith bidding i^epense* Several 
abases have been reported in this area^ such as extensive research and 
derelQPBient effort that is loprpperly labelled as bidding eacpense* There 
also problems In the area of unsolicited proposals* Ve are receiving 
a great many unsolicited proposals iihich are submitted in great detail ~ 
that is^ they are cca^letely engineered to the final line on the blueprint^ 
rather - ^r^^*^*^ being presented in broad fraaevork for evaluation* The costs 
of this effort go into overhead and are^ of course^ reimbursable through 
oar contracts* Ve feel that there is an area of excess cost involved here 
Bxdf more iiaportant^ there may be a ^waste of critical engineering talent* 
This Is an aarea in ^fhlch ve have very little control today* Obvlous3y> 
ve vant to continue to receive unsolicited proposals for evaluation^ 
but ve definitely do not need such extensive engineering detail, and ve 
definitely vant to cot dovn on needless cost in this area* Oar 
apporppriation situation is such that ve can only fund a small firactlon 
of the proposals vhlch are received* Contlnueid lack of restraint in this 
area vUl inevitably require that ve liapose additional restrictions In cur 
Regulation* 

It has been my purpose this morning to provide you vith scne back- 
ground material vith respect to the contract cost principles* We do not 
claim that everything is perfect* We recognize that both Government and 
industry are still acquiring experience under the new cost principles* 
Hbverer, ve have heard nothing yet to indicate that any basic or major 
changes are necessary or desirable In our current Begulatlon* We are 
most anxious, hovever, to take^ such steps as may be necessary to clarify 
and laprovs our Begulatlon. We most certainly are desirous of preventing 
the misuse of the cost principles* I have indicated to you the areas that 
are currently causing some difficulties and are requiring our attention* 
I am locking forvard vith anticipation to a discussion in depth over the 
aext tvo days on this important subject* It vlU surely produce good 
results if only to make everyone^ on both the Govemnent cuod industry 
sides, more precisely avare of the ground ru^s* 
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aaa- MnvaagF. I«M aa ia- ipfsava- a. 'aafta- aiUSaft- Cellar trnt i iy a attait toa a at i i^ i^';. 
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structions imder (41)(b)(i) and take action directed by the 
contracting officer under (41)(b)(ii), Any problem in this 
respect can be avoided by revising ASPR 15-205 (41) (b)(ii) to 
read: . . . . . 

"(ii) takes all action directed by the contracting 
- officer arising out of (b)(i) above or an 
independent decision of the Government as to 
the existence of a claim of illegality or 
erroneous assessment, including cooperation 
with and for the benefit of the Government 
to (A) determine the legality of such assess- 
ment or, (B) secure a. refund of such taxes," 



Meritt H. Steger 
Deputy General Counsel 



cc: Mr. W. H. Moore 

Mr. Harry R. Van Cleve 



Pentagbh to Stand 

Ad 



St»r 8t»fr Writer . . ' ' 

The* Pentagon will stand fast on its poUcy of allowing de- 
fense-: contractors to charge the. Government for company 
advertisiements in trade and technical joumaU. 

Thi* wa» disclosed by Defense Department officials when 
^ asked yesterday whether any changes in the Armed Services 
Regulation were contemplated in the wake of 
President Eisenhower's blast at 

the "mmiitions lobby." j^hich Is paid by the Federal 



Fast 
Policy 



Tha. President has been de- Treasury, and you know where 

:. scribed- as primarUy disturbed the Treasury gets its money— 

over ads taken. by the weapons from, you and me and every 

- ■ makers ^ in: ■ newspapers and other taxpayer. 

Mother media which are ob- iv>r.. ts»«..^ « 

viously- intended to influence Lf^L S^'** ""^i^ * 

/ military decisions; nL^nnf ""^L^^'^lff ^^^P'?. 

^ ^ , . priatlons Subcommittee, said 

toSLSom^^^ "^- r^^y ^'^^^ ; "reate thJ 

^ tv ho?a was wrong impression because the 

saidt ta^ have particularly an- manufacturers tend to masmifv 

""^Tf^^f^x; coming, as it. did their accompLhmei^,- 
^ while the Pentagon was draft- he added- 
: Ing a new air defense plan and ' 
■ Congress was considering funds "Most Disgusting*' 

-^for Bomarc and the Army's Ly,^ . 

rival Hercules weapon. UKi5« * the most disgusting 

^ r thing to me is the tremendous 
Taxpayer Pays : number of ads these companies 

advertising, such as the Boeing hv*?i. ^*^"8fressmaa' asserted 
• ad. ar a direct contract cost J:?" poUcies of 

some members of Congress are ; defense contractors were, 
convinced that the taxpayer, in helping to finance 

the end. foots the bill— or most r^^^^"^^^® f^hts over weap- 
ot it^Just as he does in the and missions- 

trade and technical Journal ads. There is no doubt that the 
They say ^thit the entire: iad- Air Forqe Association; Assooia- 
vertising and pubUc relations tion of the United States Army 
programs of the big defense In- [and Navy League monthly pub- 
dustries need examination..^ lications^ obtain much of their 
What the Pentagon does per- ^^^^ ftom weapons manu- 
mit is stated in a key provision r?^^^®"* ads. These publlca- 
of its Procurement Regulation^ of course, are sounding 

Section 15-204 <). Headed "Ex- ^or individual . service 

amples of Items of Allowable r^®^^^^* 
Costs" it reads: Other sources say that con- 

• ••Advertising ln> trade and r®"^ White House comes 
technical;^; Journals. . provided r^°°* feeling that the pubUc 
such adveKiiing does not offer P^^^**®^ Pay« for the larger 
sp^clflr products for sale ^ but r^^^® advertising and public 
is plac^ for the purpose of campaigns of the 

offering 7 financial support^ to defense industries and 
Journal* which are valuable for r^^* ^ some cases these 
the^ dissemination of technical r?f?^^ directed at over^^ 



really engaged in this activity 
The others are registered "Just 
to be safe." 

The records filed with Con 
gress would indicate that even 
Mr. Mosier does little lobbying. 
He reported expenditures of 
only $1,159.05 In 1950 and a 
salary^ of $16,224. 

Congressmen concerned with 
tightening lobbying regulations 
— Senator Kennedy. Democrat 
of Massachusetts, for one— are 
known to feel that many or- 
ganizations have turned- their 
real efforts at influencing leg; 
islation on officials of the Exec 
utive Branch. The reason 
givea: Much legislation ac- 
tually Is proposed to Congress 
by the Executive Branch and 
there are no regulations gov- 
erning "lobbylng'»= in that area. 

This matter may very well 
be explored by a House; Armed 
Services Subcommittee headed 
by Representative Hebert, 
Democrat of Louisiana; when 
it holds hearings on the ccfi- 
troversial problem- of the eli- ft 
ployment of retired Army.. lir 1 
Force and Navy officers in le- li 
fensc industries.- . ^ 



riding decisions of officials in 
the Executive Branch and Con 
gress who are paid by the 
[public to ma^e these decisions. 

Big Contractors 
Most of the controversial ads 



Information Within the con 
tractor's- industry." 
, -The regxilation does not de 
fine -•*trade and technical Jour 
nals'^ but one official said the 
Pentafitoi approves as "allow- 
able costs'* only those adver-r 

tisements' placed in nonprofit l?l&ced by aircraft com 
publications. panics, which are the prime 

h.'-^,.,rr^^ ■■■■ contractors for the big missile 

- . Helped Wanted Ads ; .' pro-ams. When it is^n! 
The Pentagon also allowrJ?*^^/®^ ^^^^ aircraft ini 
^-help wanted" ads as defense r^w^:J^ largest in the couh^ 
contract costs no matter what r^^°2^ terms of labor force 
' " ■ ■ ~. . ....... — rIandL.dnJlatiisoIum«ijn£-luudtji!«ii^ 




LATEST ALLES SMXTHB ARTICLB - COHTRACT COST PRIBCIPLES 
m HERALD TRIBUBE 9/29/39 



Assertion: Cost Fxlnclples "may ** be soon published. 
Evaluation: True. 

Assertion: Nev rules will affect $Lk billion per year In nev procurement. 
Sraluatlon: True. 

Assertion: $26 bllUon In outstanding contracts would be amended to include 
the new "liberalized" rules. *«bj.uus 

Evaluation: Our party line is that the new rules are not a more liberal set 
than existing principles and practices. Provision is made for 
applying the principles to existing procurement for a "consider- 
ation. We don't know herein, however, the "consideraUon" 
will be found. 

^^sertion: Publication is expected about 15 October. 
^Kraluation: Substantially accurate. ^ * 

Assertion: Effective date 1 January i960. 
Evaluation: Actual outside effective date 1 July i960. 

Assertion: There were historical difficulties with Congress and industry but 
latest draft has been "screened flrom trade and congressional groups 

Evaluation: The latest drafts have been carefully guarded. 

Assertion: Industry still opposed since not sufficiently generous. 
Evaluation: ^^^J* J^«3««nt is that industry will not seriously oppose the 

Assertion: Requires changes in contractors' accounting systems, 
^praluatlon: Our party Une is that this is not true to ai^ significant extent. 



isertion: AIA prefers the status q\xo to the new "coznpletely revised" set. 
Evaluation: This is the historical AIA position. 



Assertion: Some trade groijp officials estimate increases at "only several 
million dollars" which they believe insufficient* . 

Evaluation: See above re party line vs generosity of the new set. 

Assertion: Small b\asinessmen believe the new set will "only confuse and 
not help." 

Evaluation: If true, this is news to us. 



Assertion: Main increases are (l) general research, (2) executive benefits, 
overtime, and administrative expenses. 

Eval\iation: General research may be increased; executive benefits shall not 

be different than FBESEIIT practices; overtime and "administrative 
practices" should be about the same as current practices. 
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ontr act Cost Rules^ 
Likely To Get Approval 



By Allen M.. Smythe 

After six years of effort, top 
procurement officia]3 of the 
Pentagon may be on the point 
of revisinsr their contract cost 
allowance rules, by far the most 
important defense fiscal regu- 
lations. The new proposed rules 
will affect an annual expend!- 
tures of $14,000,000,000 in new 
negotiated contracts for mill< 
tary hardware. More than $26,< 
000,000,000 in outstanding ad« 
tive contracts would be amended 
to include these new liberalized 
rules and thus standardize the 
defense accounting system. 

The final July 26 draft of 
these cost principles are await- 
ing approval by Assistant Sec- 
retary of Defense E. Perkins 
McGulre, who has Just returned 
from vacation. They will then 
go to Secretary of Defense Neil 
H. McElroy for an expected 
routine Indorsement and then 
|be printed in the Federal Reg- 
ister. This procedure could be 
completed by Oct, 15, 1959. Ef 
fectlve date would be Jan.^ 1. 
1960. 

Several times before ■ In' the 
last few years new - cost rules 
have come near to officiai ap- 
proval but have been held up 
at the last minute by. vigorous 
business or Congressional (i^- 
position. However* the fit^M 
July 26 draft 1^ beeii Carefully 



screened ft-om trade and Con 
gressional groups. Only twenty 
keyed copies vwere, made and 
these are carefully guarded.' 

Although increases are al- 
lowed to defense contractors in 
a number of cost items, the de- 
fense industry is generally op* 
posed to the new rule. ^ Main 
tjomplaint is that the increases 
are not great enough to offset 
the cost and inconvenience of 
changing the accounting sys- 
tems, ta fit the new rules. - 
.Robert W. McMillan, top 
legal official of the aviation in- 
dustry trader group, the Aero- 
space Industries . Association, 
said^ "Apparently the. final 
draft la* a compromise- of vari- 
ous viewpoints in the Pentagon, 
The ^)resent rules are workable 
and in general industry would 
prefer them with some changes 
in the most controversial items 
rather than a completely re- 
vised" set."* 

Other trade group officials 
thought the increases granted 
would amount to ''only several 
hundred million dollars'* and 
that this was not sufficient. Of- 
ficials representing small -busi- 
ness thought the new rules 
wduld only confuse and not 
help their members. Main in- 
creases granted are in the items 
of ge^toa research, executive 
benefits, overtime;, and admto- 
istrative expenses. 
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MAJOR AREAS OF DIFFERENCE BETWEEN THE "NEW AND 
-OLD" COST PRINCIPLES AND PROCEDURES APPLICABLE TO 
CONTRACTS WITH C0M^4ERGIAL ORGANIZATIONS 
Expiration Date: 30 June 1961 



1. PURPOSE 

This bulletin highlig^its for the attention of auditors certain of the major areas of 
difference between the contract cost principles set forth In ASPR Section XV Part 1, 
2 and 6, ASPR Revision No* 50 dated 2 November 1959 and those principles In the 
previous edition of ASPR Section XV dealing with corresponding matters. These major 
differences relate, for the most part, to the applicability of the principles, and to the 
treatment of certain Items of cost under supply and research contracts with commercial 
organizations. For the purpose of Identification, the revised cost principles contained 
In ASPR Section XV, Parts 1, 2 and 6, Revision No. 50, will be referred to as the "new 
principles". The edition of ASPR Section XV dated prior to 2 November 1959 will be - 
referred to as the "old principles". With minor exception the new principles become 
fully effective for all applicable -type contracts Issued after 1 July 1960. The Informiation 
contained In this bulletin Is not Intended as a substitute for a thorough reading and 
imder standing of the new principles by each auditor. 

2. APPLICABILITY OF THE NEW PRINCIPLES 
a. General 

The new principles represent the introduction of a comprehensive set of 
contract cost principles and procedures which are applicable for use under both 
fixed-price type contracts and cost-reimbursement type contracts for supply and research 
with commercial organizations. In accordance with the Implementation referred to 
in paragraph 3 below, the new principles will ultimately supersede both the old 
principles prescribed for use In determining reimburseable costs under cost-reim- 
bursement type contracts and the separate set of cost principles previously applicable 
to termination settlements (ASPR Section VIII). 

Cost-Reimbursement Type Contracts . 

The applicability and use of a definitive set of cost principles for cost- 
reimbursement type contracts does not represent any change from that previously 
in effect. The new principles are prescribed to be incorporated by reference in all 
cost-reimbursement type contracts for supplies and research with commercial 
organizations. They serve as the basis for (1) the determination of relmburseable 
cost^ under such contracts and cost-reimbursement type subcontracts thereunder; 



(2) the negotiation of final overhead rates under ASPR 3-700; (3) the determlnatinn ' 
of costs of terminated cost-rein.l.ursement ty^x. contracts wheri Z contrTctoTeTects 
to voucher out t s costs or where settlement is made by determination; and (4) the ' 
determ aa loa of relmburseable costs under the cost-reimbursement portion of time 
and material contracts. ^ 



c. Negotiated Fixed-Price Type Contracts 



No definitive set of cost principles was previously available for the evaluatin 
of cost da a In connect on with the pricing of negotiated flxeS-prlce type contLcIs It 
app icablllty and use of a definitive set of cost principles for negotiated fixed or t^ ' 
cCr'^/'w f'l 1 ' °' P^^'^^^P^^^ represents a'sl^lfT^n, 

^Znt t^LpR^ pTAr "^'^ T'^^' ^° incorporated In flxec^prlce col^r^ct^ 
Fursuant to ASPR XV Part 6 however, the principles are prescribed for use as a cn.iH« 
by contracting officers In the evaluation of cost data In co'Lnect^on wl^t^rnegoa^ 

l^f;f r ' m'""''' '"^'^ ^ considered for the purple o^suwL^^^^ 

a fair and reasonable price. Under such circumstances, the evaluatl^ o? cLt H^r. f ^ 
tol« made In conjunction with other pertinent conslderat'lot af se" fo"r2 In ASPR m 

d. Negotiated Settlements of Terminated Contracts 

of the Government where settlement Is made by negotiation. convenience 

3. IMPLEMENTATION OF THE NEW PRINCIPLES 

Def.ni^'^? Memorandum dated 10 February 1960 from the Assistant Secretary of 
mfr^S^^' i: "-"^'"''"^ '° corresponding Assistant Secretaries ofle 
Ml l^ry Departoents provides guidelines for the Implementation of the new principles 
^e areas of (a) existing and new cost-reimbursement type contracts and ffxeS-^ce 
type contracts; (b terminated contracts; (c) cost-reimbursement type subconSicts 

the three military departments. (See USAAA Bulletin 316-6 dated 17 February I960). 

4. EXPANDED COVERAGE OF THE NEW PRINCIPLES 

■ i 

aUocabm J^^R^^^^^f'''''^^^! "^^"^ contain any definitions of reasonableness or 
aUocablllty By contrast, the new principles contain overall definitions of reason- 

fnifrTcTcol'^M^^^ ^''^'^"^^ ^^^^"^"^ periods forallocating 

costs L ?nH!;.c^ r ^S^^^ treatment Is also given to the general subject of direct 
costs and Indirect costs. The Importance of advance understandings bet^vicn the 
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,1 rontractln.' officer on particular cost Items prior to award continues to 
^!'''r''«^iras a means of' avoiding possible subsequent disallowances and disputes 
^:iXS.oL cosUtcms whose reasonableness or allocabiUty may Ix. difricult to 

determine. . 

h Individual Items of cost were listed In the old principles only as allowable 
11* able Expanded coverage Is accorded In the new principles to definitions 

of Sdual Items of cost and to explanations of the criteria and special tests for 

determining their allowability. ' 

5. DIFFERENCE IN TREATMENT OF INDIVIDUAL COST ITE^4S 

Some of the major differences between the new and the old principles In the 
treatment of Individual cost Items are set forth below: 

a. Advertising Costs 

With the exception of. the Items enumerated below the basic treatment to be 
accorded to advertising costs Is essentially the same under the new and old principles. 
In providing for the allowability of advertising in trade and technical Journals the old 
principles required that such advertising be placed for the purposes of offering financial 
support to such journals. The old principles also did not specifically provide that, 
advertisements which offered specific services for sale were unallowable. In contrast 
thereto, the new principles (a) do not require that advertisements In trade and technical 
journals be placed for the purposes of offering financial support; and (b) provide that 
advertisements which offer specific services for sale are unallowable. The new 
principles also (a) define the term "advertising media;; (b) describe the conditions 
under which costs of exhibits are allowable; and (c) specify that advertising Is allowable 
when placed for the exclusive purpose of obtaining scarce materials, plant or equipment, 
or disposing of scrap or surplus materials In connection with the contract. 

b. Compensation 

This Item receives detailed coverage In the new principles . not only as 
concerns the various forms of compensation which '^^yj^^^^^'^f;'^^^^^^^ 
concerns, specific criteria and tests of allowability to be appl ed to the 
of compensation and to the Individual forms thereof. Of particular ^'^^^^^^l'' 
treatment la the new principles accorded to (1) compensation of owners of closely held 
corporations, partners, sole proprietors, etc., (2) Incentive comi)ensatlon for manage 
ment employees, and (3) the unallowablllty of the cost of stock options. These Items 
were either not covered In the old principles or were referred to In Part 5 thereof as a 
subject affecting costs which may require special consideration. 

Under the new principles, compensation for personal services may Jje paid 
In any form whatever. Except as otherwise specifically provided In ASPR 15-205,0, 
such costs (compensation) are allowable to the extent that the total compensation of an 
Individual employee Is reasonable for the services rendered and is not In excess of 
those costs which are allowable by the Internal Revenue Code and regulations thereunder 



Thus, compensation paid In the form of profit-sharing plans Is allowable If 
It meets the above general criteria and any other criteria specifically applicable per 
ASPR 15-205.6. 

c. Depreciation 

The computation of the allowable cost of "normal depreciation" and "true 
depreciation" under the new principles represents essentially the same considerations 
which were applicable under the old principles and the interpretation thereof in ASPR 
15-602. Use or rental charge for fully depreciated facilities was set forth In the old 
principles as an Item requiring special consideration. The more definitive coverage 
for rental or use charges under the new principles provides that a reasonable use 
charge for fully depreciated facilities may' be agreed upon or allowed provided a sub- 
stantial portion of the depreciation previously recovered was not recovered on a basis 
that represented, In effect, a charge against Government contracts and subcontracts. 

d. Interest and Other Financial Costs 

Contrary to the general rule set forth In the old and new principles regarding 
the unallowablllty of Interest expense, Interest expense was previously allowable under 
contract termination settlements made pursuant to ASPR Section VUI. Interest expense 
Is unallowable under contract termination settlements made under the new principles. 
The new principles also definitively specify as unallowable certain financial costs In 
connection with financing operations which 'Arere previously stated to be unallowable In 
broad general terms. Interest which Is assessed by state or local taxing authorities as 
a result of the non-payment or lack of timely payment of taxes under the special situations 
set forth In ASPR 15-205. 41(b) and (c) Is allowable under the new principles. 

e. Losses on Other Contracts 

This Item Is unallowable under the old principles and continues to be 
unallowable under the new principles. The new principles specifically designate a 
contractor's contributed portion under a cost-sharing contract as an unallowable Item 
within the definition of "losses on other contracts". 

f . Material Costs ' , 

In the old principles, Inter and Intracompany transactions were listed In 
Part 5 as an example of subjects affecting cost which may require special consideration. 
The new principles provide that charges for materials, services, and bupplles sold 
or transferred between plants, divisions or organizations under a common control are 
allowable to the extent of die lower of cost to the transferor or current market price. 
However, a departure from this basis Is permitted under the conditions set fortli In 



subparagraph 15-205* 22(e) for Items regularly maaufactured - sold by the contractor 
through commercial channels. The new principles specifically prr^vide that where the 
contractor can demonstrate that the failure to take cash discounts was due to reasonable 
circumstances, such discounts need not be credited to allowable costs. 

g. Precontract Costs 

Precontract costs, are specifically made allowable under the new principles 
to the extent such costs would have been allowable If Incurred after the date of the contract. 
By a cross reference to paragraph 15-107, however, It Is stated that an advance agreement 
with respect to these costs would be particularly desirable. Coverage In the old principles 
was limited to a reference to this Item In Part 5 thereof as a subject affecting costs which 
may require special consideration. 

h. Professional Service Costs r Legal, Accounting, Engineering and Other 

This paragraph Includes certain criteria to be considered In determining the 
allowability of these costs In any particular case. Retainer fees are specifically desig- 
nated as allowable but such fees must be reasonably supported by evidence of bona fide 
services which are either rendered or available. Paragraph 15-204(1) of the old princi- 
ples was so worded as to create a doubt whether allowable costs for professional services 
could Include those services which were available In addition to those actually rendered. 

I. Rental Costs - r 

No specific coverage of this Item was contained In the old principles. Coverage 
In the new principles Is now broken down Into four major categories: (I) rental costs In 
general; (II) charges In the nature of rent between plants, divisions, or organizations 
under common control; (III) rental costs specified In sale and leaseback agreements; and 
(Iv) rental costs under unexpired leases In connection with terminations as covered In 
ASPR 15-205. 42(e). Guidelines with respect to the extent of allowability of rental costs 
are set forth for each category. 

j. Research and Development Costs 

The treatment of the cost of research and development activities represents . 
one of the principal changes In the new principles. The old principles provided for the 
allowance of the cost of research and development specifically applicable to the supplies 
or services covered by the contract. Generali research was listed as an unallowable 
co'^t unless specifically provided for elsewhere In the contract. 

Under the new principles, the terms research, (which comprises basic and 
applied research), and development are separately defined for the purpose of cost 
allowability. As part of the definition research and development activities are further 
categorized as either (1) Independent or (2) as sponsored by a contract, grant, or other 
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arrangement. The costs Incurred for Independent research and Independent development 
are allowable as Indirect costs In accordance with the separate conditions and allocation^ 
bases set forth In subparagraphs (d) and (e) respectively of ASPR 15-205. 35. 

The remaining subparagraphs of ASPR 15-205.35 discuss (1) the treatment of 
Indirect and administrative costs applicable to Independent research and development; 
(2) the unallowablllty of research and development costs Incurred In prior periods except 
where allowable as precontract costs; (3) the criteria for determining the overall 
reasonableness of the contractor's research and development program; and (4) the 
approaches which may be followed where It Is desirable that the Government bear less 
than an allocable share of the total cost of the contractor's Independent research and 
development program • 

Selling Costs 

Although the old principles appeared to Indicate under ASPR 15- 203(b) that 
reasonable and properly allocated selling and distribution expenses are an allowable 
cost, the specific listing of "selling and distribution activities not related to the contract 
products" and "commissions and bonuses In connection with obtaining or negotiating for 
a Government contract" as unallowable costs under ASPR 15-205 tended to result In 
some difficulty In determining the allowability of this Item of cost. The new principles | 
define selling costs and state that selling costs are allowable to the extent they are ^ 
reasonable and allocable to Government business in light of the reasonable benefit to 
the Government from the technical, consulting, demonstration, and other services relate 
to application or adaptation of the contractor's products to Government use* Not with- 
standing the latter statement, salesmen's or agents' compensation, fees, commissions, 
etc. , are allowable only when paid to bona fide employees or bona fide established 
commercial or selling agencies. 

1. Severance Pay 

The new principles make a distinction between normal turnover severance 
payments to employees who leave or are dismissed on an Individual basis and abnormal 
or mass severance payments made by reason of the cessation of operations or plant 
closures. Normal turnover severance pay Is allowable on an actual payment basis 
or reasonable accrual basis where It Is required by law, agreement, established policy 
of the contractor that constitutes In effect an Implied agreement, or by the circumstances 
of the particular employment. Such pay must be allocated to all work performed In the 
contractor's plant* Accruals for mass severance pay are unallowable because of the 
conjectural nature of this Item. The new principles provide that the allowability of mass 
severance payments will be considered, hpwever, on a case by case basis In the event 
of occurrence. The old principles briefly mentioned severance pay as an allowable cost. 
Recommended disallowances of accruals for mass severance pay under the old principles 
were based on the Inability to determine the reasonableness of the amounts accrued. 



m. Termination Costs 



As stated in paragraph 2 of this bulletin, the new principles apply to both 
advertised and negotiated cost -reimbursement type and fixed-priced type contracts 
terminated for the convenience of the Government. The separate set of cost princi- 
ples set forth in ASPR Section VIII for terminated contracts is therefore not effective 
with respect to those contracts to which the new cost principles apply. To cover the 
special considerations involved in terminations^ such as treatment of common cost 
items, initial costs, settlement expenses, etc, , a separate paragraph 15-205. 42 
entitled "Termination Costs" has been Included in the new principles to indicate the 
extent of allowability of these items^ The prior provisions in ASPR Section VIII with 
respect to the treatment of interest expense and product advertising as allowable 
costs of terminated contracts have been eliminated from the new principles. 

n. Training and Educational Costs 

.The brief mention of training of personnel as an example of allowable 
costs under the old principles has been replaced by an expanded statement to clarify 
any questions regarding the allowability of training and educational costs paid to outside 
institutions, to company training personnel, or to employees receiving the training... 
The new principles set forth the specific items of allowable costs applicable to 
(1) training and educational activities designed to increase the vocational effectiveness ot 
bona fide employees; and (2) part -time education, at an undergraduate or post-graduate 
college level, related to the job requirements of bona fide employees. Excluded 
from allowable costs are (1) grants, scholarships and fellowships, donations of 
facilities or other properties to educational Institutions, (ASPR 15-205. 44(e)); (2) straight 
time compensation for part-time education during working hours which is in excess 
of 156 hours per year per employee, (ASPR 15-205. 44(b)(v) ). With respect to full- 
time undergraduate and post-graduate college education, the new principles provide 
only for the allowability of certain costs in connection with full-time scientific and 
engineering education at a post-graduate level not normally exceeding one year. 

6. CROSS REFERENCE INDEX TO THE NEW AND OLD PRINCIPLES 

The attached Appendix A sets forth selected costs and the corresponding 
paragraph references covering the treatment of these items in the hew and old principles. 

FOR THE CHIEF, 0. S. ARMY ALDIT AGENCY: 
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ArruNDlX A 
USAAATaiGTlo 



CraOSS REFERENCE TABTJS OF SISLECTED COSTS IN rJEV; .M-ID OLD 



Cost Item 




Advertising Costs 

Bad Debts 

Bidding Costs 

Bonding Costs 

Civil Defense Costs 

Compensation for Personal Services 



Contingencies 

Contributions and Donations 
Depreciation 



Dlvid3nds 

I. 

^jiplovee Iforale, Health, and Welfare 
Gocts and Credits 

Entertainment Costs 

Excess Facility Costs 

Fines and Penalties 

Food Service and Dormitory Costs and Credits 



New 
Section XV 
Paragraph 

15-20^.1 



15-205.2 

15-205.3 
15-205.1; 
15-205.5 
15-205.6 



15-205.7 
15-205.8 
15-205.9 



15-205.10 
15-205.11 
15-205.12 
15-205.13 
15-205.11* 



Old 
Section XV 
Paragraph 

l5-20U(a)(r) 
l5-205(a) 

l5-205(c) 



l5-20U(b) 



15-202.2 

l5-20U(p)(t)(x) 
l5-20Ue)(c) 
15-601; 15-603 
15-502 (u) 

l5-205(e) 
l5-205(f) 

l5-20U(d) 
l5-205(b)(o) 
15-502 (k) . 
15-602 

l5-2Q5(g) 

l5-20U(g) 
i5-205(h) 

15-205(0) 



15-502 (g) 

15-502 (q) 



APPEKlDix A 



CROSS REFERENCE TABUS OF SELKGTSD COSTS IN W BID OLD 
[ taCTIQN XV, ASPR 



Cost Item 



Termiuation Costs 

Trade, Business, Technical and Professional 
Activity Costs 

Training and Educational Costs 

Transportation Costs 

•Travel Costs 



New 
Section X7 
Paragraph 

15-20^42 



15-20$. U3 
15-205.10; 

15-205.U5 
15-205.1+6 



Old 
Section X}} 
Paragraph 



ASPU Sec. HTT 
15-502 (r) 



15-20U(1) 
l5-2CU(r) 
l5-20U(f) 
l5-20U(w) I 

i5-5c2(o) •• 
15-502 (t) 



APPENDIX A 
USAAA 316-10 



CiaOSS REFERENCE TABUS OF SSLSCTSD COSTS IN mi MP OLD 



SECTION XV^ ASPR 



Cost Item 



Pension Plans 

Plant Protection Costs 

Plant Reconversion Costs 
Precontract Costs 



Professional Service Costs - Legal, Accounting, 
Engineering and Other 



. Profits and Losses on Disposition of Plant, 
Squipment, or Otlier Capital Assets 

Recruiting Costs 

Rental Costs (Including Sales and Leaseback of 
Facaities) 

Research and. Development Costs 



Royalties and Other Costs for Use of Patents 
Soiling Costs 

Service and Warranty Costs 
Severance Pay 
Special Tooling Costs 



axes 




New 
Section XV 
Paraf):raph 

15-205.27 
15-205.28 

15-205.29 
15-205.30 

15-205.31 

15-205.32 
15-205.33 

15-205. 3li 
15-205.35 

15-205.36 

15-205.37 
15-205.38 
15-205.39 
15-205. Uo 

i5-205.ia 



Old 

Section XV 
Paragraph 

15-601 

l5-20li(q) 
15-502 (n) . 

15-502(1) 

l5-502(a) 



l5-20ii(i) 

15-205(1) 



l5-205(m) 
15-20li(r) 



15-201jCs) 
15-205(0) 
l5-502(n) 

l5-20U(o) 
15-502 (i) 

l5-205(d)(q) 



l5-20U(x) 

l5-20l4(h) 
15-502 (s) 

l5-20l;(v) 

i5-205(i) 
l5-205(r) 



ENCIjOSURE (1) 



NAVCOMPTNOTE 12410 
19 Jul 1960 



COMPTROILEH OF THE NAVY 
CHANGES 3N TEST OF NAVY CONTRACT ATOITOES CODKSE 
IN CONTRACT COST ERlNCIEaS 

1, Remove the word "and" from line 8 of paragraph !♦ 

2, Delete paragraph III« 

Section I-B. page 2 

Item l1l.A,l, - Change (15-20i,9) to (15-205.9) 
Section I..d. page g 

Item ni.G. - Delete and substitute the following: 

In the absence of ad7ance understandings » It Is the auditor's 
re8pon8lbilit7 to make a determination of the allowability on 
the basis of iiifotnation available. Where a contractor contends 
there was an advance understanding but presents no evidence in 
support, thereof, the matter genei^lly should be referred to the 
Contracting Officer via appropriate channels. 

Section I-D. ASPR 16-2Q'>.7 thru 1^20^. 15, page 2 
Paragraph 15-205.7 Contingencies 
Change paragraph V to read: 

"A proposed cost based upon contingent events which cannot be 
neasurad within raasonable limits of accuracy should not be 
considerad in the evaluation of bid price." 

Sftct^nn T.nr AfiPR ^K,OC\^.^ thrtr 15.3 05.15. page U. 

i 

Paragraph •15-205»14 Food Service and Dormitory Costs and Cra dlts 
Item II.A. - Change 15-102.14. to 15-205,U - 
Section I-D. ASPR 15-205. 16 thru 15-205.25. page 12 
Paragraph 15-205.23 Organization Costs 



Item III.A.2. line 4 - Change "unallowable" to "allowable" 



EMCIOSURE (1) NAVCCMTNOTE l2Alc 

19 Jul 1960 

Section T-g ^ page L 

Item I,c, iU) (b) CShange "Sgle'V to "Sole" ., 
Section T-.F. page 1 

i^^ike a oev Item lU as follows: 
in. Situation in respect to subcontracts 
Make the following changes in the present item ntonbers: 
in to 17, IV to 7, V to VI- 
Section n-q. page 15. sixth line fro m too of nage 
Delete the following words; 

•' . " - ■ ' , . 

"and buildings" 
Section U-C. page -p 

Item (b)^) - Change "10/12" to "50/52" 
gggtlon n-n. jgPR 15-307.3 fa) thru 1^^ 7.3 fbb). page 2 

Paragraph 15-307.3(3) Material 

Item n, - Change " (ii)" to " (ill)" 
Seff Uo n n-P« jjSPR 15-307.3 (n) thru 15-307.3 fbb). page 3 

Item I. under Other Business Expense - In line 2 change "3" to "2" 
gflStiop Il-n. ASPR 15-307.3fn) th«i 15-3Q7.3feb). r^^ S 

Paragrari^ 15-307.3 fa) Pension Plan Costs 

Item I7,A«2*a« - Delete this item in its entiret/ 
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ENCLOSURE (Z) 



NAVCOMPTNOTE 12410 
19 Jul 1960 



COMPTBDLIER OF THE NAVY 
QUESTIONS AND MSUERS IN 
TRAIHING CONFERENCE HELD 16-20 MAI I960 
RE CONTRACT COST PRINCIPLES, ASPR 
SECTION XVt PARIS 1> 2t 3 AND 6 

Section I-A - Introduction - VSr^ Cook 

Q» Win the coordination of future cost intezpretations involve both the 
audit and procurement personnel of the three Services or will it be re- 
stricted to personnel on the audit side? 

A* The precise mechanism which will be set up in DOD for cost interpre- 
tation development is not presently known« However^ since we are dealing 
with a procurement regulation, there would normally be some procurement 
representation. At the present time there is one cost intezpretation in 
preparation by an ^PR Subcommittee* The procedure followed in this one 
case may serve as a guide for the future* This ^PR Subcommittee includes 
both procurement and audit representatives* 

Q* Is the Navy^s Contract Auditors < Handbook applicable to the new 
principles? 

A* The statements as to the treatment to be accorded specific items of 
cost now in Chapter Section U of the Navy Contract Auditors < Handbook 
do not apply to the new cost principles* They apply only to the old 
principles* Consideration will be given to incorporating a statement to 
this effect in an early change to the Handbook* 

Q* Will the Navy Area Aadit Offices as a group receive information as a 
result of individixal cost interpretations made \iithin the Navy? 

A* It is not expected that each individual cost interpretation issued 
on a specific case basis will be disseminated to all Navy Area Audit 
Offices* If this were to be done, it could be regarded as a semi- 
official or perhaps an official intezpretation and isplementation of 
the principles and^ under those ciorctimstances^ wotild have to be cleared 
Mitt DOD* It could vezy well be that the answer in a particular case 
Slight warrant consideration for general publication* In stich an instance 
the matter will be brought to the attention of DOD for possible develop- 
ment of an official cost interpretation* If a question arises which 
appears to be extremely important and of widespread interest ^ it might 
be possible to get DOD pexmission to publish the answer on an interim 
basis but with the thought in mind that it would either be adopted as 
an official intezpretation or dropped as not having broad enough 
applicability* 



NAVCOMPTNOTE 12^0 



ENCLOSTJRE (; 



19 Jul I960 

Q« How vlll cost interpretations be published? 

Am Cost interpretations may be published as a separate part of 
Section XV, although no final decision on this question has been reached 
as yet* This has some troublesome aspects • Contracts are generally 
written to provide that costs shall be determined in accordance with 
a specific part or parts of Section X7 as in effect on the date of the 
contract* Cost interpretations if included in another part of Section ZV 
would have to be so wixied as to indicate that they are nothing more 
than clarification or application of the test of reasonableness or 
allocability so that they in themselves will not be construed as having 
effective separate dates of their own* iny other course would present 
a very complicated contract referencing problem later on* 




2 



EMCIOSDRE Ca) NAVCOMPTNOTE 12A10 

19 Jul I960 

Section I-C - Value of Advance Ihde^8tand^p p ;H - Mr. Kuttnar 

Q» Can any consideration be given to any understandings reached prior 
to execution of a contract but which are not written into the contract? 

A. Such an understanding takes on the complexion of an agreement or a 
contract and it is believed that it should not be ignored even though 
not written In the contract. If the tmderstanding represents an 
inequitable arrangement, it would be advisable to alert the negotiator 
to the fact so that he will be careful about reaching such an undeiw 
standing on other contracts. 



NAVCOMPTNOTE 19/ , in 
19 Jul I960 



MCLOStlFi; (2^ 



Advertlalnflf 

Q. Doea the ;1SPR Subconunittee which is considering the cost principle 
concerning advertising in trade and technical journals intend to come up 
with an acceptable list of trade and technical journals? 

A. The answer is no. To put out such a list would create a storm of 
protest. Those companies vbo publish journals whose names would not be 
oh the list might say that they were being discriminated against and 
there could arise many more problems than are already present, 

Q, Can those advertis«irent8 which have just the two words "Help Wanted" 
in small letters in one comer of the advertisement be considered as 
falling in the category of Help Wanted Advertising? 

A, This is an old device adopted by some companies in an atteii5>t to get : 
their advertising considered allowable. As a generalization the al- 
lowability in full of advertisements of this kind as Help Wanted ads 
because some small portion or a minor portion thereof contains the words 
"Help Wanted" does not appear warranted. However, in order to be fair, 
perhaps a reasonable portion of the advertisement should be considered 
as an allowable cost of Help Wanted Advertising or recruitment expense, 

Q, Are not exhibits really for the purpose of promoting sales? 

A, Companies are not altruistic and there usually is a sales motive 
behind their exhibits. While there may be some specialized knowledge 
which they are attempting to convey in an exhibit, they actually are 
not conveying it for one purpose only. They usually intend to promote 
sales as well as disseminate techiiical infomation. As the cost 
principles are now worded, coats of exhibits can be allowed if there is 
no product involved. However, there are not many exhibits that can 
coo^detely conceal the product that the company developed. This is an 
extremely gray area and not cleai^Cut, The decision will have to be 
made in. the li^t of the oiareumstancee, 

Q* What constitutes a trade or technical journal? 

A, The ASPR Subcommittee is currently attempting to develop some 
guidance in this area, Xbs guidelines issued may not give the specific 
and correct answer in every case. Discretion xd.ll have to be used. 
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NAVCOMFTUOTE 12410' 
19 Jul 1960 



iUtjr questions that arise will have to be considered on a ca8e--b7-case 
basis and an atten^t inade to come up vitb, the best decision within 
whatever guidelines are provided* 

Bidding Costa 

Q« Should the direct labor of bid and proposal expense go into the 
base for distribution of engineering overhead and then the total bid 
and proposal expense be included as part of G and A for distribution 
to all work? 

Am Direct labor of bid and proposal ^icpense should go in the base for 
distribution of engineexdng overhead and the total of the expenses- 
direct labor^ direct materiali pliis the allocable exigineerlng overhead- 
should go into an expense ix>ol which will distribute the bid and pro^ 
posal expense over all work of the contractor* Xhis does not necessarily 
mean that the bid and proposal costs should be included as a part of 
G and A* If putting such costs in with G and A will accon^lish distri- 
bution to all work of the contractor^ then that is all ri^t* However^ 
contractors sometiines have different bases for distributing G and A 
which might not accomplish the result which is desired* In that events 
some other base for distribution would have to be used* 

Q. Does not the Kellett Aircraft AS6CA case establish a precedent that 
bid and proposal costs shotild be distzlbuted only to the work resulting 
therefrom »ther than distributed over all work? 

A* Ho^ the decision is not considered to be a precedent with respect 
to bid and proposal costs* the Kellett Aircraft case dealt with the 
question of whether or not certain amounts represented a loss under a 
contract and^ therefore^ under the provision of Section X7 of ASFR 
would not be allowable as costs under other contracts* Ihe costs in 
question were not originally incurred as bid and proposal expense* 
Basically the Board ruled that the amount in question was not a loss 
under a contract even though the contractor bad. charged the cost to the 
projects under the contract and the costs were involved 1b the pex^ 
fozmance of the contract* The Board scdd that these overruns of costs 
axe similar to bid and proposal expenses that the contsractor might have 
incurred under other projects^ but in the final analysis the Board seemed 
to classify the overruns of cost as tmsponsored research and developoDient 
costs* TbB Board held that the costs were in connection with and repz^ 
sented a proper cost allocation to any contract which might involve the 
particular product with i^ch the original contract was concerned* 
Under this reasoning the Board pexmitted an allocation of the overrun 
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a-ICLOSURE (2) 



to two contracts which Involved the saoe product as that under the con- 
tract on which the overrun was incurred but did not allow an/ part of 
the overrun against a third contract. It is considered that the pro- 
visions of paragraph 15-205.19 of the new principles captioned "losses on 
other contracts" should prevent a decision similar to the Kellett 
decision in the future. 

Q. Has any decision been reached as to the allowability of research and 
development expenses as related to the preparation of a bid and proposal 
particularly in those instances where the Qovenment has asked a con- 
tractor to submit a bid? 

A. Ho decision has been reached. However, in making a determination of 
allotmbllity, there seems to be one factor which must be" taken into 
account. This is whether or not the Government has asked a contractor 
to submit a bid. If a certain amount of Investigation was necessary in 
order to submit the bid in response to the Government's request and what 
was undertaken was reasonably necessary in order to submit a proper bid, 
the cost of such investigation should properly be considered as bid and t 
proposal expenses. Then there is the other situation where a contractor 
undertakes a research project, develops something he thinks is pretty- 
good, and -ttien goes to one of the Services and says, "Here is what I've 
developed. Don't you think you could use this?" ii this particular 
ease, there seems to be some difference in the sequence of events which 
would preclude the cost of investigation from being considered as bid 
and proposal eocpense. All of the circumstances would have to be eocamined 
carefully, however, before a proper determination could be made. 

Q. What position should be taken in those instances where the Government 
asks a contractor to investigate the feasibility of a certain project or 
program without issuing a contract for such work and the contractor 
spenda rather large sums of money pursuant to the request of the 
Govemotent? 

A. Whenever this involves a substantial amount which is clearly identi- 
fiable, it should be watched very carefully because even though the 
Government requests the contractor to do such work, it is questionable 
whether the costs are acceptable as bid and proposal expense in the 
absence of a specific contract. In these Instances, it is considered 
that the costs should be questioned and advice sought from the technical 
inspector or the matter referred to NavCco^jt. 

Q. Should all research and development costs which are Included as part 
of bid and proposal escpense be referred to the contracting officer? 
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EMCLOSUHE C2) HAVCOMPTircTE 121^0' 

19 Jul I960 



A* Kb, they should not* The question to be resolved in this area is 
whether the research and development can properly constitute part of 
bid and proposal costs or is to be considered as research and develop-^ 
ment per se* If it is deteimined that the costs involved fall in the 
latter category, then the cost principles with reference to research and 
development will come into play and not those cost principles which have 
reference to bid and proposal expenses ♦ This is proper in the light of 
the position of the auditor whereby under cost-type Navy contracts he is 
responsible for determining costsj whereas, under fixechprice contracts, 
if the auditor cannot make a determination on his own, he xeccamends 
items for the consideration of the contracting officer^ 

Q* Should not Government contracts be charged only with the bid and 
proposal eaq^enses related to stich contracts? 

A« This would seem rather dlff icialt because it leaves unresolved the 
question of where to charge unsuccessful bids* It would be possible, of 
course, and proper, too, that if a contractor chose to charge directly 
to contracts the cost of successful bids, he could, if he followed the 
proper system, put all unsuccessful bids in overhead for allocation to 
all work^ 

Civil Defense Ctoata 

Q« The new principles allow the costs of Civil 23efense measures for a 
contractor's own premises but do not allow the costs of Civil defense 
measures for the area in general* Why is there this difference? Funda- 
mentally there is no difference in the results to be obtained^ 

A* Actually there is a fundamental difference between the two situations* 
In the first instance, the contractor has his oyn property to consider and 
will want to protect that property* This is of direct interest to him 
and, of course, is directly related to any wrk perfonaed in his plant* 
The other sltmtlon is of move general Interest for the public welfare. 
Since taxes are expected to provide for the needs of the public and the 
contractor pays such taxes, any voluntary contribution in this respect 
is considered to be in the nature of donations or contributions* The 
Federal Government has generally followed a policy of not participating 
under cost-type contracts in the cost of donations, grants and gifts* 

Compensation 

Q* How do you deteimlne the amount of reversionary credits due the 
Government in connection with a contractor's pension plan contributions 
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for terminated employees (other than mass texmlnatlond}? 

A. Paragraph N2-4«010(f) (5) of NCAH contains infozmtlon in this 
connection. Ordinarily it will not be necessary for the aiidltor to 
detennine an amount due the Government for normal turnover since this 
contingency is generally factored out by the actuaries in deteimining 
current contributions under the plan or is credited to the next due 
contribution to the plan« 

Q« Hov long a period of time does the Government have in uhich to attempt 
to z^over any abnoxmal reversionary credits under a recapture agreement? 

A« With respect to the assignment of credits and refunds under Navy 
cost-type contracts, the answer probably is "indefinitely^" This is to 
say that at any time that It can be detezzdned that the contractor has 
received a credit to which it is believed that the Government is entitled, 
or a portion thereof, the agreement can be invoked and the contractor 
asked to refund the proper amount to the Government. It is not known to 
ybat extent if any the statute of limitations applies, iny question as < 
to the time element should be referred to NavCc2i^>t for resolution with 
Coimsel. 
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Q* May a bontis based on earnings and detezmined at the end of an 
accovmtlng period be considered in the evaluation of a bid price? 

■3 

A« It vlll be observed that the changed to text of manual revised this 
Item to read: 

"A proposed cost based upon contingent events which cannot be measured 
within reasonable Units of accuracy should not be considered in the 
evaluation of bid price, " 

It is considered that where a contractor has an established plan or 
implied agreement to pay bonuses of this type and the costs can be estl« 
mated within reasonable limits of accuracy, the contingent cost may be 
considered In the evaluation of a bid price, r 

Depreciation 

Q. If a negotiated use charge in connection with facilities, which have 
been fully depreciated and a substantial portion of such depreciation 
was recovered under Government contracts or subcontracts, is agreed to 
in advance and incorporated in contracts, irtiat effect does JiSPR 15-205,9 (f) 
have thereon >Mch states that no use charge shall be allowed on this 
type of fully depreciated asset? 

A« The terns of any specific advance agreement or contract teim would 
be controlling although such action would be contrary to the stated 
principle. Some extenuating circumstance may justify the charge in some 
given case. In any event, it would be up to the contracting officer to 
Justify the agreement to allow the use charge, 

Q. (a) May a contractor use one of the depreciation methods authoriaed 
by the Internal Revenue Code for tax purposes and another for eostlng 
puxposes? 

(b) Jdao, which basis should he keep his books on? 

A, (a) Yes, Although it is necessary that normal depreciation be com- 
puted upon the property cost basis used for Federal income tax purposes, 
it is not mandatory that the same method of computing depreciation 
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expeziBe be enrployed for costing and income tax purposes^ The principles 
provide that ^'Noimal depreciation # • • is an allowable element of con- 
tract cost; prpvlded that the amount thereof is computed^ • • • by the 
eoxisistent application to the assets concezned of any generally accepted 
accounting method^ and subject to the limitations of the Internal Bevenue 
Code of 1954>i ^ amended 

(b) As a general proposition the depreciation for costing purposes 
viU be that reflected in the general books of accoimt, but the principles 
do not specifically require ±t. Eofwever, if the method of computing 
depreciation for costing purposes differs from that reflected in the 
books it is considered necessazy that a satisfactory memorandum record, 
capable of being fully supported for costing purposes , be maintained* 

Bmesfl Facility Coata 

Q« If 50 per cent of a contractor's equipment is idle, would the idle 
facilities be considered eoccess facilities? 

Am It is necessary to consider all the facts in a particular situation* . 
No categorical aimiBT can be given b€ised on a per cent* To the extent 
all or some portion of the equipment will be needed for foreseeable 
volume of business and other reasonable standby purposes, the costs of ^ 
Tnfl'^Tn'ha^^r^^ng it msy be allowalsle* All other excess equipment costs 
would be unallowable* 
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Ihtereat an^ Ott^fly na nclal Cos-|;fl 

Q* A3fe costs incident to a stock dividend allowable? 

A« Yes. It is considered that they axe noimal eocpenses of doing business. 
Material 9ftst.g 

Q, l3 the teim "commercial channels" to be Interpreted as items for 
comaercial end^use as opposed to militaiy end-use as in the past? ^ 

A. It is our view that an item which has military end-use only does not 
meet the test of "sold through commercial channels," 

Q» If an item is listed In a catalog, may it be considered as an item 
sold throu^ commBrcial channels? ^' - A 

A, The fact that an item is a catalog item does not necessarily indicate 
its end-use. It could be listed so that other military suppliers would 
know of a source for the item, 

Q, What is the position of NavCoiqpt re off-the-shelf items? 

A, The conclusion has been reached that "sold through commezcial channels" 
refers to items for comBercial end-use and not military products in the 
sense of specialized items. The basic idea or premise on vAich this con- 
cept of acceptance of items "sold through commercial channels" is based 
is that the prices of the items are controlled or lowered by effective 
ccjq>etition for commercial end-use. If Navy contracts are charged at 
prices not In excess of the most favorable prices that may be given to 
commextsial customers, we don»t have to be too concerned about any *Hn«n 
element of profit that might be included. However, a very, large volume 
of this type of transaction would raise aaaie question, la such a case, 
it ml^t be well to suggest a special contract provision and consideration 
of those items. It is expected that nonnally the dollar amount for such 
commercial items utilized will be relatively «inan vith respect to the 
size of the contract and that the acceptance on a commercial price basis 
is more economical and practical than atten5)ting to determine the actual 
cost, WB»ve had such cases in the past In connection with such items 
as Imp bulbs and small electrical motors, Jh such a case, it might 
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cost three times the price of the bulbs to perform special cost studies 
to determine the actual cost to the company. Si that type of situation 
the use of the most favored customer basis is obviously preferable* 

Q« If a contractor secured competitive bids on an item to be made 
according to specifications which is not a standard or off-the-shelf 
item and awarded the work to one of his divisions on the basis of low 
bid^ what treatment would be accorded cost incurred in excess of the bid? 

A# In detennining the alloimble cost of intra-company purclmse of such 
nonstandard items, allowable cost is based on cost to the transferor 
unless the items are the same or stibstantially similar to items for 
which prices have been established by other a-appllexa. ]h the latter 
case the cost to the transferor or the prices of other suppliers, which- 
ever is lower is allowable* Where the contractor, in connection with an 
item for which established prices do not exist, acted in good faith at 
the outset, secured competitive bids, sincerely analyzed them, and con- 
cluded they cotald do the work cheaper than the other bidders^ the fact 
that they siabsequently incurred costs in excess of the other bids would 
not be a good premise for disapproving these excess costs. 

Q« Is the requirement for contracting officer's approval of purchase 
orders applicable to inter-divisional work (i. e., work within the same 
company)? Some contracting officers seem to think sol 

A* While each case must be considered on its own merits, generally the 
answer is <'no.'' 

Q. When a company writes off obsolete stock, is it appropriate for the 
loss to be included in inventory adjustment? 

A* As a generalization, it is not appropriate for Government contracts 
to be charged for losses or share in gains from adjustments on account of 
obsolete stock* 
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Section :&-D - Sr>ecifla Coat Iteaa ,- Mr. Kiittner - iSPR lf -2Q<; ,gA t.h■p^ 
15-205.3Z. 

^IfflT'*'- ^ pptectlon 

()• What criteria shotild be used in detezsilning whether the expenses of 
plant protection should be chsucged directly to a contract or a group of 
contracts in lieu of being allocated to all work through overhead? 

A, If a particular contract or a group of contracts have security re- 
quirements significantly In excess of those of the contractor's remaining 
activities, it is only equitable that the contract or contracts necessi- 
tating the Increased ejcpense bear the cost thereof. On the other hand, 
if the contractor's operations are con^letely devoted to the defense 
effort requiring the security measures, and more especially if the con- 
tracts are mostly of the cost-reimbursable type or are subject to 
repricing, the eacpense involved in plant protection may be charged to 
overhead, because no practical purpose would be served by atteo5)ting a 
precise allocation of the expense. Bb hard and fast rule can be formu- 
lated. Whether the costs should be treated as direct or Indirect cani. 
best be determined by an evaluation of the specifics of the case. ^ 

Precontraet Coata 

Q. Situations arise in which a contractor may have to perform work which, 
but for the absence of a contract, would constitute irork required under 
the contract just to be able to submit a bid. Should the costs incurred 
in doing this work be considered precontract costs or bid and proposal 
expenses? 

A» Ih & situation of this kind all facta must be considered. The nature 
of the costs and the contractor's normal treatment of llk ^ costs will 
have a bearing on the natter. If the coats are in the nature of research 
or investigations to detennine whether the pursuit of a certain field of 
endeavor is feasible or has potential for accomplishment, it may well be 
in the area of unsponsored research and development. If it is done so 
that a meaningful bid can be presented, althou^ at the request of the 
Government, it noxnally. would be to the contractor's advantage to treat 
it as bid and proposal expense so that it nay be recovered in accordance 
with ita normal treatment of bid and proposal e^^ense in the event the 
bid la unsuccessftil. While thera may be instances tdiere the f ozsial bid 
or quotation is submitted after considerable work and negotiations have 
taken place, ordinarily it is believed that precontract costs would be 
costs incurred after a proposal or bid was received and after there was 
an inf oxmal understanding that a contract would be awarded. 
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Profeaalonal Servlceg 

Q. ShovLld outside professional services be eLLlowed if a contractor has 
his own staff? Wouldn't this be a duplication of effort? 

A« The key wrd in this question is "duplication," It may be difficult 
to prove that there is duplication of effort even though it looks as 
though there is. If a contractor has a competent legal staff on his pay- 
roll, care should be exeircised before approving retainers for outside 
legal counsel. However, since there are degrees of specialties involved 
in the legal and accounting professions, it may be desirable to have 
available certain talents yblch would not be present in the contractor's 
ovm staff. There is no categorical answer to the question except to say 
that special care should be exercised to see that, if a contractor does 
retain outside professional help, his own staff is not capable of per- 
forming \Aatever services might reasonably be expected of the outside 
firms, 

Bental Ceata YTn»1iifl^^f^ ar|^ T, ^aaebaek of Fadlltlca) ' f. 

Q. Assume that a contractor began construction of a building and sold the 
partially completed building with the understanding that it would lease 
the building upon its completion. Would the rentals paid under such a 
lease be treated in the sane manner as those under a sale and leaseback 
of a conqileted facility? 

A. This is also a sale and leaseback. As far as the application of the 
fule contained In ASPR 15-205,34.(c) is concerned, it makes no difference 
whether the facility was or was not suitable for use vben it was sold. 
The important point Is that the contractor had title to the property: 
the property was sold and then leased back, 

Q, I£ the sale and leaseback occurred in a period before the contractor 
was engaged in defense work, would there be any difference in the treat- 
ment of the rmtals? 

A, The rule set forth in ASPR 15-205, 3iKc) is unequivocal and applies to 
any sale and leaseback regardless of the period in which the transaction 
occurred* If a contractor is paying rent under a sale and leaseback 
which was consummated 10 years ago, any portion of the rent in excess of 
the normal costs of ownership would not be allowable. This is an item 
for vMch the contractor should seek an advance understanding if he does 
not want ASPR 15-205 ,3il(c) to be operative. 



ft 



EMCLOSURE (2) 



NAVCOMPTNOTE 12A1Q 
19 Jul 1960 



Q» What treatment will be accorded the rentals paid under a sale and 
leaseback if the transaction was uxidertaken by a predecessor organization, 
which was inearged into or with the contractor? 

A« lb is not possible to give a categorical answer to this qiiestion 
because it may involve a study of the manner in which the merger and 
sale and leaseback were accomplished* The teim merger is used in some 
states to refer to all types of consolidations, including those where 
a new corporation is brought into existence, rather than being limited 
to those cases in which one or more corporations become absorbed into 
an existing corporation* The problem may become a legal matter or a 
determination of the primary motivation for the merger, 1* e*, whether 
it was effected for some reason other than avoidance of the cost 
principle here involved* If the auditor is confronted with a problem 
in this connection, it is suggested that all the facta be submitted for 
study by this office and consultation with counsel if deemed appropriate* 

Q* Are the rentals made in connection with agreements which peimit them.^ 
to be applied against the purchase price of the asset allowable under the 
present regulation? 

A* Where it is clearly evident that the transaction is in substance a 
conditional sales contract providing for payment on the installment basis, 
any payment made pursuant to such an agreement is not rent but a portion 
of the cost of acquisition* Hence, the payment is not an allowable cost* 
The asset should be accorded depreciation accounting. The facts re- 
lating to all such leases must be carefully considered* 

Q* Wotild there be any effect upon the allowability of cost if the sale 
and leaseback contained an option permitting the contractor to repurchase 
the facilities after the expiration of a stated period? 

A* Since this situation is only a variant of the more usual form of a 
sale and leaseback, the portion of the rentals not in excess of the cost 
of owneMhlp would be allowable* ISider this interpretation, the con- 
tractor could not be reimbxursed by the Government for any portion of the 
rental, which represented consideration for the option* 



15 



NAVCOMPXNOTE 12410 
19 Jtil 1960 



ENCLOSURE 



gectlon I-D - Specific Coat Items - Mr. Iktwop - ASPR lS-p o^, q^ ti ,^. 
Research and DaveJ^ppmegt 

Q. Would 70U clarifir the position taken with respect to the significance 
of the last sentence of ASPR 15-205.35 (e)? 

A, It is the view of the Office of the Comptioller that the significance 
of the last sentence of ASPR 15-205.35 (e) is that it supports the posi- 
tion that the first sentence permits an allocation of independent develop 
nent only to Government production contracts and not to Government R&D 
contracts. If this were not the case, then the second sentence would be 
unnocessaiy because the first sentence would then apply not only to a 
contractor engaged only in R&D work but also to a contractor performing 
both production and R&D work. The fact that the second sentence has been 
included means that additional specific language was necessary so that 
contractors who were engaged only in R&D could allocate some portion of - 
their indapaadent develbpanent work to Govemment R&D contracts. 

Q. In order to qualify under the exception in ASPR 15-205.35 (e), must 
a contractor do no production work at all, or could he perform some 
production work, for example, 1%, 5$, ICS^? / 



A. The Office of the Con^rtroUer is of the opinion that the exception 
in ^PR 15-205.35 (e) is intended for those organizations whose basic 
effort is research and i^se hardware is limited to a working model, 
prototypes or processes, with any sales of products being incidental, 
as distinguished from items manufactured for sale to customers whether 
or not the production is carried on in a pilot plant or regular maso- 
facturlng facilities. 

Q. Does the last sentence of ASPR 15-205*35 (e) apply only to nonprofit 
organizations? 

A. No. Any research con^jany, profit or nonprofit, could qualify if 
research work is its basic effort. . 

Q» 2a JSPR 15-205.35 (f), how shall the word "practices" in the phrase 
"accounting practices consistently applied" be construed? 

A, The word "practices" is to be construed as a course of action continu- 
ously followed. A "practice" cannot be established on and off purely for 
convenience; It is established over a period of time. 
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Q« Hbv can you change an accounting "practice?'' 

Since a "practice" represents first a certain course of action, the 
course of action must first be changed^ Ihe mere change does not 
constitute a chaziged "practice j" hovever« The "practice" becomes changed 
only after the changed course of action has been continuously followed 
for a period of time so as to establish the course of action as the nozmal 
method of accomplishing a desired result* 

Q« la It not dangerous to condone an accounting principle or practice 
which we do not agree with for the sake of eocpediency? 

les* Any such instances should be thoroughly documented with complete 
understanding with the contractor that this is being done solely for the 
sake of expediency. Unless this is done, and the mix of work at a 
contractor's plant changes at some future date with nonemphasis on- 
Government work, we may be saddled with a precedent contrary to what we 
think is proper, or what the principles intended* 

Q* IT we have accepted a contractor's method of accounting for certain:,!: 
costs that does not confom to a sound accounting practice, could not the 
contractor use this as an argument in Justification of changing another 
of his accounting procedures from one which we consider conforms to sound 
accoimting to one that does not? 

A# les. Itowever, where a contractor wants to change a practice which 
conforms to the principles to one which does not confozm, no agreement 
should be entered into for the sake of expediency or otherwise* 

Qm Is it true that, if a contractor has been consistently applying 
accounting practices which are contrary to the principle laid down in 
iSPR 15-205*35 (f), such practices are acceptable? 

A* Tes, this is the effect of ASER 15-205*35 (f), but this applies only 
to B&D* 

Q* In some instances, a contractor may change his method but a year or 
two may elapse before a disapproval is issued or before a case gets 
before the .ASBCA* Could it atlU be contended at the time of the 
disapproval that the contractor does not have a new accounting practice? 

A* IJhder these circimistances, we would probably have to adnit that the 
contractor now had a changed accounting practice* The way to prevent 
this from happening is to be prompt in renewing the accounting system 
and going on record at an early date as to the acceptability thereof so 
that the passage of time will ziot enable the contractor to assert that 
its changed method has become its practice* 
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Q« Wbn't it be difficult for the auditor to znake a determination that 
a particular project ia basic research, applied research, or development? 

Yea, and this was probably recognized the military departments 
when they established the Tri-Departmental Committee^ Hovever, since all 
contractors are not on the list for consideration 'jy the Coinnittee of 
their reseaxch programs there may be instances where ve will have to ask 
assistance from the Committee in the case of other contractors if ve are 
unable to rnn^Pt a definite deteimination as to whether the contractor's 
activity falls in the categozy of research or developnent* 

Q« mil the Tri-Departmental Committee involve itself with accounting 
matters? 

Am It is our understanding that the Coimittee will not concern itself 
with the accounting aspects of a contractor's research and development 
program^ Its efforts will be confined to a contractor's research and 
development program as such, type of endeavor, budgeted effort, and 
matters of that kind. However, if they should approve dollar amounts 
rather than projects or percentages of a contractor's research programii 
it would appear desirable that they obtain audit advice* 

Q* Will it not be difficult in some instances to make a determination ^ 
as to vb&t constitutes a product line? 

A, Yes. The determination as to a product line can be xiarrow or so 
broad as to Include almost anything* Judgment will have to be exercised 
to keep the detemdnation within reasonable limits • Tecfaziical assistance 
should be solicited* If a contractor persists in taking a broad view of 
what constitutes his product line, it may be necessary to resort to 
formal disapproval and have the issue decided through the appeal procedure 

Q* In the case of a contractor who is not on the list to be considered 
by the Trl-Departmental Committee, should the auditor attempt to make 
Mfl ovn determinations regarding the contractor's research and development 
programs? 

A« Yes* If the auditor is unable to make a determination at the field 
level, then the matter should be referred to NavCompt together with the 
same type of information that the contractor would have to submit to the 
Committee* 

Q* What happens if an advisory report has to be released and no decision 
from NavCos^ has been received? 
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A* The auditor will have to do the best he can even if it oeans setting 
the costs out for further consideration. Sufficient infoimation will 
have to be presented, however, to enable the negotiator to have something 
to woi^ with so that he can nalsB a deteiinination. 

Q. Will the auditor be called upon to assist the Tri-Departmaital 
Committee through the sufamiission of accotnating advisoxy reports? 

A. It is not presently known whether this will happen or not. If so, 
we should think in tenna of total coats of the projects rather than In 
teins of cost of individual elements, such as, labor, material, and 
oveihead, 

Q. Mist the principles be followed even though contrary to good 
accounting practice? 

A« Yes, If the principles provide leeway for any action contrary to 
sound accounting principles, then no exception can be talcen, 

Q. Will the Tri-Departmental Committee police the contractor's program? 

A« Our Impression is that the Committee will not police the programs 
and that the ultimate determination of the amount of allowable costs 
will be left up to the auditor and the technical inspector. There should 

problem if the Committee picks out special programs and 
nas inoicated the degree to which the Ctovemment will share in the cost 
J«^J^ri4 «oa*»ctor's methods of accounting for the costs and 

**• pTftnning and execution of research projects is acceptable, 
^^Sof the progjam is ouoontlnued and a new tj^ of program is 
instituted, it is not considered that the original Committee approval 
would continue; a new approval would have to be secured. 

Rovaltlea 

Q, Vtoat is the auditor's position with respect to h^nriUng claims for 
royalties? 

A, The auditor should make every attempt to determine if the royalties 
claimed are or are not allowable. If this cannot be done, an 
advisory report should set such costs out for further consideration In 
the case of a fixed price contract. Bi the case of a cost type contract 
the matter should be referred to NavCompt for further action. 



19 



NAVCOMPTNOTE 22100 
19 Jul 1960 

Severance Ftor 

If an acyustment for severance pay is carried back over a number of 
yearsy isn't there a good chance that a contractor vould be barred from 
i: !] recovery if he had submitted unqualified releasee on completed contracts? 

A« This is true* However^ since the new Principles ^ in the case of 
abnozmal severance pay^ specifically state that the Government recognizes 
its obligation to participate in such cost^ the period to be covered by 
the adjustment should not be one that will enable the Government to evade 
this obligation* 

Q* Although the new Principles state that noimal severance pay is to be 
allocated to all work of the contzactorj^ would it be permissiU.e to 
allocate the payments to all work within the departanent where the charges 
originate? 

A* Technically, this would seem to be a deviation from the Principles • 
but there would not seem to be any great objection to such a procedure 
since the net result is more precise costing* 
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aaction r«F - Concurreni; Paa of the New and the Old PHpclplea - Mr ^ HnnV 

Q. 1&7 a prlne contractor insert the new Principles in new subcontracts 
entered into under prime contracts ^Mch contain the old Principles? 

A. No -categorical answer can be given to this, but there would not seem 
to be any restriction iaqxliclt directive which would prevent a prlae 
contractor from so doing from the date they were issued. However, it is 
considered that reiaibursement to the priaae contractor for the subcontract 
costs w>uld have to be determined on the basis of the old Principles 
regardless of the coBunitinent on the part of the prime contractor to 
reimburse the subcontractor on the basis of the new Principles. This 
would seaa to be the case because the language of paragraph 15-200 of 
Part 2 of the old Principles makes such Principles applicable to the 
determination of cost type subcontract costs for which the prime con- 
tractor seeks to be reimbursed. It is believed that this phase of the 
matter may require further clarification if it becomes a problem. 
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General Queatlonfl in Conneotlon vith ASPR. Section XY. Parta 1^ 2^ ^T^d A 
Mr. Rnttenhftrff 

Q« What consideration, if any, should be given to contracts for research, 
investigations, etc*, at no cost to the Government or at the most a very 
nominal sim such as $1«00? 

a; Although no payments, or any payments beyond the nominal sum stipui- 
lated in the contract, could be made under the contract for the work 
perfoxmed, it is not considered that it is intended that tlie contractor 
should be denied i^covery of the cost of perfoimance as an independent 
research program* la this event, the principles applicable to research 
and development costs could be applied* Hovever, it may be advisable 
to obtain clarification of the intent of the agreement from the contracting 
officer if it is not evident from the contract since the project may be 
cost sharing with the Government furnishing the facilities* 

Q* 13 the negotiator bound hy the recommendations in an advisory 
accounting report submitted for the purpose of negotiating overhead rates?^?' 

A* Strictly speaking he probably is not, but it would seem that any ^ 
negotiator would have to have positive proof to the contrary before ovei^ 
ruling an auditor's recommendation that a particular item of cost should 
not be accepted* 

Q* Why are negotiated overhead rates still being \ased, particularly 
since the overhead is now on an historical rather than prospective basis? 

A* It is t3?ue that the need for negotiating an overhead rate is 
considerably lessened since the rates now reflect historical costs and 
actual experience* There still remain certain advantages, however* 
One advantage is that there will be uniformity of treatment of similar 
costs mder like circumstances by all the Services of the Department of 
Defense. Another advantage is that the requirement to submit a report 
and negotiate a rate within a specified period of time tends to get the 
overhead audit on a more current basis* 
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EITCLOSURE (2) 



NAVCOMPTNOTE 12a0 
19 Jul 1960 



Section ^ Categories of Direct and Jh^ ^Yflfit. nt fata - l ^rq^ N-fft^Hn^ 
Direct Co ft-^-^ - .^^aifl yjea and Wages 

Q* Is it ZK)t possible that institutions may budget a certain amount of 
tine for instruction and a certain ainount of tiise available for research 
work for each professor and establish different rates of pay for each 
category of work with the rate for research being greater than for -■ 
teaching? The principles state « « that the excess of salazy and wage 
rates paid to personnel working on Cxoveziment research agreements over 
salary and wage rates paid to personnel working on the institution's 
departmental research or other researah \d.ll not be allowed unless spe- 
cific€LlIy provided in the agreement or approved by the contracting 
officer* w 

A« This may be possible, but the i^titutlons have contended that there 
is no way to segregate certain resdarch performed by professors from 
instruction* They refer to this type of research as nonbudgeted depart- >f 
mental research* It would not appear that any estix&ate they rfm^ept of overi^ 
all research performed. a professor v^ch includes departmental non- 
budgeted research would be too realistic* Furthermore j since it is 
contended that it is not separable from instruction, there wotald be no 
justification for paying different rates for time devoted to teaching 
and this type of research* 

Q* Does the fact that employee benefits j si:ich as pension costs, are not 
calculated on stosmer salaries paid to faculty members justify exclusion 
of such salaries from the salary and wage base? 

A* Without all the details, a definite answer cannot be given* However, 
it may be appropriate to make a special allocation of certain employee 
benefits and include the salaries and wages in question in the base for 
apportionment of those G&A expenses which do benefit the work involved* 

Indirect Costa - Departmental Bcnenae 

Q» la it not possible that the reason indirect departmental expenses are 
much greater than the expenses they were Intended to offset under the 
Blue Book is that the.* Indirect departmental, expenses now incline a share 
of O&M^ G&A^ employee benefit expense, etc? 

A* This may be true* It is possible also that certain expenses now being 
included in this pool previoi;is3y were include^ In direct charges* If this 
is the case, the advisory report should point up these facts and Indicate 
approximately how much other factors have been reduced so that the effect 
on over-all costs can be evaluated* 
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NAVCOMFTHOTE ^^/i ^^ 
19 Jul I960 



ENCLOSURE (2) 



Section U^D - Specif fr^ n^^t/ xr- ema - Mr. Klser - ASPR 15-307.3 fa) thru 
Ig-gO?;? (m) 

Depreciation 

Q« Is it possible for an Institution to claim depreciation on certain 
of its building and equipment and use charges on the balance? 

A« Tes^ I believe this vould be possible jAxere they maintain actual 
records of usable buildings and equipment as distinguished from original 
complement or reasonable estimates » However^ there wuld have to be 
consistency of treatment once an election was made* When an item> for 
\rtiich depreciation allowances have been claimed, is fully depreciated 
iise charges vrould not be allovable thereon* 

Q« Where there has been special agreement between the Government and 
the Institution to amortize the cost of a building or laboratory over 
a given period, could the institution claim a use charge on the building 
or laboratory after the amortization period has eocpired? 

A* It would not appear proper* However, consideration is presently 
being given to some iSPR coverage in this connection in order to effect 
some uniformity of treatment of costs of this nature* 
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^CLOSURE (2) 



NAVCOMPTNOTE 12410 
19 Jul I960 



General Questlona la Copnectlon with ASPR. Section 27, Parta 1> 3> and 6 
Kiser 

Q. I3 difficulty being experienced in the application of BuBud 
Circular A-21 to cost type contracts that are being audited for other 
governmental agexicies^ such as^ Federal Aviation Adzoiziistrationi National 
Science Foundation^ Department of Healthy Education and Welfare^ Atomic 
iheargy Commission^ etc*^ and ^PR^ Section TT, Fart 3p as implemented 
by Department of Defense Joint Letter No. Al? 

Am The members of the training class indicated that no difficulties 
were being encountered^ 

Q. Win ve be able to make recommendations regarding revisions to BuBud 
Circular A-21 l)y 30 June I960? 

A« We are required^ in accordance with the directive of BuBud and the 
iiSPR Committee, to recommendf by 30 Jiane I960, revisions of BuBud 
Circular A-21 that we feel are desirable. It is indicated that we have ^ 
not had enough audit experience to make positive recommendations to 
BuBud, through the ASPR, Tart 3 Subcommittee by this date* At present 
we are in a vacuum, so to speak, with regard to such recoxsmendations 
and will possibly request a delay of sijc months to a year* Ve expect 
to convene our ASFR Subcommittee soon to plan for future action* 

Since recommendations submitted to BuBud will be based largely on 
information received from auditors, it is Incumbent on the auditors to 
famish infoimation on pTOblems that are being encountered in adminia-* 
taring the revised Part 3« Aaditors have a responsibility for recom- 
mending changes yheve principles are unrealistic* It is impossible for 
Headquarters to visualize all circtimstances* Editors are in a better 
position to fozmulate ideas for solving a problem since they are 
continually applying these principles in their daily work* 

We will welcome recommendations as to those areas where Part 3 should 
possibly be changed for puzposes of aiulit approach sisplif ication, 
clarification of expense treatment, and ellnrination of unnecessary detail* 
J£ you have any suggestions, send them to us* Your assistance will be 
vezy helpful* Since any changes to BuBud Circular A--21 will be largely 
dependent tspon our experience, it is considered that suggestions and 
infozmation originating with the auditors will constitute the major 
sotorce of recommended revisions* It is requested that such information 
be furxiished in timely fashion, that is, promptly after you have reached 
a conclusion on a particular aspect or item of Circular A-21* 



25 



■ NAVCOMPTNOTE 10^, 10 

19 Jul I960. MCLOStlRE (2) 

Q. What la the purpoae of the College and IMveraity .ede«a Co^tteeT 

VeS^aJ^^JXelreiSt llf^^Tl^J ^-^Itles haa eatabllehed 
«3o8e Ualaon «ith ixfS "rW?h °- maintain 

Subcooalttee and BuBud ^ SSl^ -3? .^^^'^^ °^ Defense, iSTO 
Circular A-21. gathex^g iSS^onl^ ^k*^ ^PP^i^^^on'of 
views of the a88oclatlol,^^*;2?vS?° Ti®'^ schools, conaoHdatlnff 
l^ra. This coimlttee'ffl^bf SlSS^I Information to the aeaoclSlon 
the group of educational Stltut?«S^ la laprovlng our relations with 

S^^'^ °«»nittee that In suSsslonT? ^^gested to the 

aAcomalttee, the pwblena SebSefon pvohlem to the £SPR 

on g^eraUtles, aJd, to thTeS^t nLff^f J?^ and not 

via the ffllHtaiy auditor coSa^S J Jf^^?^' P«>Wem be pwsented 
the case arose. ©ognlaant of the educatlona Instltutloi^hSir 
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Excexpt fwa Transcript of Eisenhower *s News Conference on Domestic and 
Affairs 

Mew Tork Times, January 19, 1961 - Page 18 C 



For Informed Citizenry 

1 - I know nothing here that is possible, except - or 
Tiflefol - except the performance of the duties of responsible 
citizenship • It is only a citizeniy, an alert and informed 
citizenry which can keep these abuses Arom coming about. 
And I did point out last evening that some of this misuse of influence 
and power could come about unwittingly but Just by the razy nature 
of the thing, when you see almost every one of your magazines, no 
matter what they are advertising, has a pictxire of the Titan missile 
or the Atlas or solid fuel or other things, there is becoming a great 
influence, almost an insidious penetration of our own minds that the 
only thing this country is engaged in is weaponry and missiles • 
And, I'll tell you we just can't afford to do that* The reason 
we have them is to protect the great values in which we believe, 
and they are far deeper even than our own lives and our own properly, 
as I see it« 



-J Iff AJltOR RACnSII^f BBFRT IDS FBOCVREMEIIT ABD PB0D9CTI(»I, 

A ^ AssjffSAST escBsam or azr rcstcB (mazebibl) at ths 
SilSS^MRXEf zsESBzszAX. AsaocziOiGii (bsza) seuczar OS msABsma 

^I^^I^^^^gBgmff Off 2^ JASBABT 19^ AX TBS SBERiOOir-PABK 

TSxMdl 7«» fbr givlas opportaiiitgr to addrvM a fftir roMsks 
to jwBt aoiaar* fhi» t3» kia& of foM iriboro m wcBhaago of rlovt 
onaoi Ht^y M romilt ia a iMttav «adur«tafitUag of cnct. vaman problsao 
to owr'M^ t»«aoftt. / 

X t hr *'** li^ to conirltfiir xamukm n porli of ttMl eoatlmixis 
^goXi %T tlMi ailiWx dapvtatBto m tte eoat oC dtf oaflo prosreaMi* L 
X oi eariaia that aoat of 70a ham bsavA tUa ilMaa Mswiia&^ ow v 
fi^MstaUvaa ia spaaetea at gattariaga faok aa thia lis Tiarlo«a,r 
jtfto of tha- aoautaiT la' zacMit tlaaa pug^ir tat it ia of siuib V.--:: .' 
li^ggptaata ttet it flwamfli rapotitiM* 

' ; ' tta saascoa aro' cpdta obrloaa*.' 9ia aagtltttda of -Umi ItefaMa - 
praaaraBaat pzograa ia. 'aibcinct. i2$:1>iUiaaa:..a jaar—timMi tlaaa tha ' . 
coaMnai parchaaiag roSxam of Oaawral Slaatari«» Oaaaral Mtrtova^ aaA 
V. §f 8tMl*> Xt ia 30)ii of tba total Oovaraaaot budgat* Zta iqpaat oa ' 
oar.aoaaea^ ia a iiai ' auaa » - Aaoogdiatfiy^ <wap aaaagtaaot of a- progrw' of y 
•aah a^gat t^iitii wad iaportanea ia <E«itii aatarally a sabjaotr of oXoaa aa&-i 
waitlTBrtlut aanttjagr by tba> Ooagmaa^:;-: ilsft tte:«t«itad^ 
tonaA o«r paaevaaaBt opMr^^ graat signifieaafla ' . 

tft ttM Otyortant of TMmm^ Bai^ J^m mtxmi to induatxy aa imIIv. . ' 



gi^njpa— h«* o^Lltd twt ft gannraL Sastcmmuit la our ^rocurtmat 
P^aotiMi srbe«durM aaA for xenanad 9ttovtm to nduoo tbo 
oonsta&t3y rlfliatf eo«t of dofenM astoyial«» It osq^eaad Its 
YiB«» lA * ao*^ ^golficaat maaamr to tbo laat MflttLo^*«a aeroso* 
tiiB^toottA xodastioa Is ttvyroprlstionta ^ iOixoo poresat« , 

yott'lcDOir^ thft Deportamt of Uofon— ^ Oarlas tho pai»t joar^. 
gij^ytad aataral slflnlfleant ^uoagaa In tha Anad flarvieaa P to cmaaau t 
ItogilailaB ralstlag to oar porlelng praetieoa at tbo priaa «ni aid»*' ; 
costraat lavala* ^1^7 ooneaxa our vavlav ^ "^aako or ingr* daoialoQa, 
tha rariav of saibeoBtraot prieoc and tho provlaioa for tH«N*«ta9 
fOcaal advartialag^ to aoio s fov« «a 1>oU«Ta thij vttt &«rt » 
gdtttaaear affaet« BaA ia Iwrga aaaooio; tba baaaf&ta t9 b« 4a«iTad 
tepaai ^90* o«r matmX 4Ul«aiit afforto ta sivo msanlagfia alXM to 
tto ' pflntaA vorA* 

aiMo Z m in tba SspartaHot of tba iJUr^^ 1^^ X cannot, of; 
aawraa, sIto joa tho Oatalli of iSbm aeeoa^llataBBnta of tlio Aaqr aoA ' 
fair la thair a^fbrto to Mhlaro cost saerta^ Z aa eertata* hoi«T«r^ 
that, thagr bofo oxeaUiaat pngraaa la affact and hten attalaoA algidfleaat 
4ol2ar yadaotloao*.;;!: I 'm:ia;a: T>ott«r poaitioa , tp da'aexl^, o«r .ova- eoaraof 
of . aattoa<!.V: W» aatekaA; oa 'vl^poroiia:. ooat z^^aotloa- prograiL.'iiiltfi: 'm r;.:''; 

Kiijor aoot Mdaattons avo ^Mog naliiad thraash iaer««8a4l MOKafaaastf 
•ttaatfcloo straa to thla aubjoet. Sl«Biflc«fc aaTlji«a Wa liirt aada^ : ' ; 



yningiiiiMnti «P gabecatarmflts, grevfetr «m tiIm •aglxiMrlciSf cIomt 
control of dv«v^MA> and • aaatrally tt^teiwd eoat eoatvol* liam 
fotaid excellent ezsoq^a of aggreeelv* action 1)7 our oontraotors to 
eatidbUab a ipeneral ella«t« of coat eonaelovaaeM* Tbej hsw eoamntrated 
oa espaadlng eoavetitiatt throas^ Ite dinpalos«aat of nsv aoacreas of t«9plr^ 
elistafttloa ^ aola aowrea «itaati«xs> anA nae of aor* and. 'teoadwr 
eoivetttloa* ]^urther eeaaoadae baaro "beea adilanrod tltf^^ 
proenreaenty eonaoUdatiaa of or^n, vam of ttlankat pvrebaia agreeaasts, 
igpoelal hanailng for ralm item» asA oalsteaaaoo of awrraillMaeat 
teans' in aajor aa(bcoAtaraatani*'''silaat«-*' 

Ob* departnant of an Air ftoe« oavtraotor ba« prodaeed ervr 2S0Q 
cost xedwtloa idea* omr ft tlira > « y w a ar period reavltiag iai dpeaaaated . ' 
aanrtngs of $17«70O,00O* Attothar reports amnal acrlage of 4fiO ■1111 on. - 
aa A raaalt of a fonal coat redootieB program. Still anotter repcorta 
MEViBga of allliett oirar m iBHBontt perjtod a« reaaXi of yalva 
aaalgraia teefaniqieea. Tot another^ tlarangh vigorottB aoaoarea ia tha . 
field of ovwrtaead eapaasMs hut aebi«v«d aarisga in safih eaqpeaee* of 
l3f€0O,0dO anniMlly^ «r 20]lt of total eiqpettditaree* Caeao asra Imt a 
fw et the inttancea of coat: redaatioia %re«cbt about tbroegk wall 
daaigMd^. vicmrottalgr exaottted plow pidF istv effect tgr oav eoatraoterav 
A eeavma of leaa than half of tba contraetera Involved 8l»wa taagibla ' 
coat redaetioaa of sOiovt $575 million^ ttiia ia soDBttalsg aboat vbidt :' 
^>otb tha ]>aparta«]t of Dsfisnae aod indaatxy can laotli ba rigbtfallgr 



^^^j^, ^% 11 iM ao4 «no«c^ Modi riiMim to b« dona*. PabUor 
la oiar dtpartaainis m «U1 u 7o«r ladttftxlct !• at 
^ arc wdtr « ccotliwlnt dUigstltti t9 that (war flftmco ty 

t11iBlTi T* ^*ll oaMS poor pro«fuwM«t pr«ettc«s and praraotlng thair 



At tkia peiat it itoalA be vaXl for m to bvlss to jovr sttcatiott 

tfMS lAtdh wa' bar* aotaft that gtm aa ecaMan» 

(l) qyiyallng Baglnaaaflng Coata— Aa aoat of tos kaov^ iia hara la 
tha vaaaat past be«a gnvpllns vith eoatraotora* ladapandaat yaaaardi 
aai dmlaiMkt affart* TTi ti l iaa l iiiriaiai i i l iliiiTii f T iTia p a it fiT iria 
joiOi If If^y TTiflt thara f ta tnftnltaly gvaater sMibSas •boat «hlali 
la aMT frcvalr eoaeanad, aaA that ia tha f«atly lxieMaaa4 ooaat 
of 4^Uani tetaitad to daalffi^ pr apio daa tioay ggoftaettott iaA. fiald 
«^iaMariE« afSavt oa oar oaatraatOf < n* aoit of this affort tea , 
iBMoaatdbir igyroTlaataly k'Sj ovar tha yaat ttarea jaara* ^cpvaaaa* . 
la iBUara^ thia la in lanaaa* of agptOTtaataily $I blIllott* Kit ara- ^ 
faotd vlth aa axHQla ««ch aa at oaa mJot oontvactor'a faaiUty lAara 
lata ttett |2L aiXllea vaa ip«nt (» InSq^aaint gMaral raaaareh and r . 
4av«Xa|aMty nidlt darlag tte aaat tlaa yariod tlia ooatraetor spaat 
aMTly 200 tiiaa. tfata oowit aa falM atarta la yro^wtlaB asslBMri]^ 
tefid ttrcatSy to tbo eootnw^ lib^ 

atwto Mf aat waaaal la aaar tanhnaliiitlaal. ditalogaattt of a aav 
7att% tte MSBltada of thla hl^ eoai «ra« a^^ tha aaad for 
ooatrol. Wt tra sItIbs thla avh^ot a Marehlac ; r 



afisc* Wtt^y^ eoKtxoI*: «» captot Ixi&Burixy -to tak» sivUvr action* 

(2) Tte iteBpouMP Ttltitatlftft SatbeaoBlttaa «r tte Bo«m CowittM 
eft Sbst (tffiec aad CItU Serrle* pablljd»d « report la S«pt«allMV 19^ 
atttitied "I^TMOiMil ProevreMai Costa of Salaated Deftaa* Coatvaotora :, 
for llauxallimiti of Sngiaaar* and Seloatlat*^ ft ^9^9*^ data 
iaoltttod ift tiM riport iM ligr tha dtparteatal aadit oganeiaa. 

Tt 19^9 raendtBMuit pr ocra— for tba 102 eoapaftli* ift tte rapaart eoat 
«9prQXbM*a39' ^alllloft« . Tbm rq^art alatt iadieatad a* ovarall : 
yaoraitaaat eoat avarac* of P^,QS2 p#r aaiit blnr fbr ")?v«telumt3;f 
Sefaaaa" eaaatroateTO ma ogalnst fbr '^prodoBiatstlgr e<MM««i«l* 
finu« Xft tbnMr caaas tba cost por aav hlrt ftr ^*sac*(kmlxiaB/ti^. Safteaa*^ 
eaatroatears vaa Will ovor |2»dX). Sbaf roport la «2«ar tM ro«rii1«iB«^^^^^ 
«ooto roproooBt • algnlfleaai^ «spaaditax« of f^ondft «id Z eai a»w« 7«« K 
tbat tlii* ftftttar vUI flTtt partlmlarl^ «los« ravltv^^ 4^ tkia prtelag' 
■ftd ataiaistratiaa of ooBtnat*-*; . Si -ttji«;.'0OBnaetl0Kr|,J"'aaBa ^jaattieaif ' ':. ')P 
70« aboald aak yowalrao- arai --'''Vi:' 

:/;".:.: . what aaalgroU ba«:m 'fUA Mribi of ^r^^ ooatc. ta^ jiiatlf^ ;f :g; 



IhaA ooBtrol* do va Imtm' ia rtii|a«t t» rocndtaaBt 
' ' va plaa in t]dArara«..fo». «te .j^rtmt^ 

vwted ate vooUy aii«o«0aK7 hirt 

• \ aad'aoiatttiatat. t^- ^ .1':^ 

I inteli thact afflolaat auMa«imtldi^ tteaa Battaro W 

Mrloaa a*tantloa»*-r ^■■^-^..-i/^j^- V^v^^^^^ 



(3) ABotbn «m that swat wrlowd is tta* of th» of 
^j,^^^ j«<M»* >* tJ» MiUi prions iiMl«Md tlMi baiai8tl« mLB9S2M 
^ ^^^-j-^ j^iiigj '■■Ti ^'^""'^ «wBS?t«4 froa qcv«H4» w«trtotl«» 
Mt fwtk la ikOT. Anwrla** ^liUMam, X m !«» l«« dia«Miii«t«d 

y^^o^iac «bi •swafftlflB, coatrola aai «««8» of o»wrtda» for b«lll«tl« ' 
a^gtlXt Mtttnet*. tl» bMti of tb« hit^ eontarMt vmHtm p orf o —id 
st alMlU sltooi it «9PMr« to «i is tl» Mif ftetw, tha:k this taMS^latt 
^ ^^^^^rt iy a cctt«tCTaA to awa that aaor aaA «11 owtl— 
pcndM^bla* COtttlOMM «M overtia* oa tha saae task ia IsdiaatiTa 
tha% otiMT teaia faotora bit ^ «t faalt# OanatiOlT^ bl^ ovnrtlat 
ftflactta aft««rM37 oa tlaa q^iaUV o' anaacBamt xMaXiiac la. . . 
ooataW m lacm «t«ii«tad tM m W nm w UmA tgr 

•U tbt aUitary d^pavtatata to drbazaiait tka approTriata aaaawaa . 
TC^iisad t» aaaara pvopav ooatvat of t&»; aaa oi overtlM in tba 
pMtfQanaaea^ eoatraota l»r^^ Idg^ parlovitaf prograaa* ^ ^ 

(4) fiMia la aaotber araa vbloh Z think ra^Kizoa yovir pronpt 
«M«8tiaai. X aa aara 7oa>dlI affca* 'Sm* a baalaasa of appioslaKfeaax - 
llOO amioa haa a &bra«t ia^.ri%tX:%tt9ieia9:i^- tha eoata of yam ' . 
gingaali 0>la la tha aaoait ^Btolrad la oai! pwciu t am t of taehBla<X>: 

: raoii M hanffhoolra wdi otliair tad^ galdaa that vaiaeta' ^ 

41r««tly ta harteixa. Mslia. va ara aaEkvallr eoaicena& ahoat tha 
adltovlal ^aaUty «b4 aeovrax of ttkiKb tadsdo^^ mid polat- : 

oat ta^aa tha a**d for radaolac taciiBlafl pigar v^ , ^ 

tha aparstioa and aaigtanaaea fan ot lona ralatad tharreaNi;^^^^^ 



Vt bimt vMantlsr ooBdMtad •xbtoalT* ramTS la order to tSjA o«t ^diafc 
o«r ta^adMl datk iM«ta»«M« unt aaoA «M atspc at* iMO«MaK^ t9 eor r — t 
tteM wMkaMMs* Uft h««» takMt eorrMtiTB aetioos to stmgt&m <mr 

fBaetlaa to a thoro«3b aaaagwamt r«rl«v a>t th» to; IstbI of y^vt 

9arUo«Uv ix9«rtam. thla «r«» «n Ite OMt aai osoowtiBf gna n Siu— 
vtlftted to toetelaail dat«* AU too oft«^ tte aatuX oosto of qpMlflc 
y tt b l i nat t ono roUfd to iiMwiSaCi gjmtama^^ m to itfaotiit taft 

iidUAo* Sho Aly fbroo 10 aovias |a tho dtz««tloa of tBumrtii^ oIwm* ; 
^ ooafenetoi ida^ vlU xo^eoIxo laAwtsr to IdMtify thooo «osto aai 
'iaihlm-- tio to ladv. osootlgr ^vbol no 'art' pigrli^f' for*':.; 

i'SkMO M MM;' or tho.ooft i^oto id4ali vo' tidak y«q;alr»' oXooo >; ■ 
' fOTlav^^^V «nctl«M «A tbooo «^ iU Xtvoli of yoor eoaporolo 
; ■ ■ ri a gooaiit irv: X mmvo 7o« «i tet«4 to «tm tli«i our eloooa* ottaatioa* 

: ■: X ii»ald. liko to taora aow Ixrltflgr to too otber ssbjooto Uotod . 
<^ (lioootoloo OR tlio yrtigm.: te^^^ to tyjoo oT oootnoto 

in: 100" ik'tSio .SapartMatr'of Oitftafoi^^^^^^^ t2»' ▼wiooO'tnooL'or- ^' 

aoat^isto w» «oo wiro tli* otf»iMi oT ia iatttoiff mriev isj Coagroioiflnil 
. fi if! tlw i 1 , telag: tho loot ioMlOB*':'' 'x&io^.ifOo.'«idortakt» pert of o' ^ 

Wdtetoto 




la tiM a«8tttl«HM of ttaooo contraoto ao^^m 
Mv«va^ Ce^ptmOltr ^^n^*^ Raporial^^ alsnlfleaat 90tatl«BO iii 



. 3 




of m oovUx i»«a^ qnrtam. Qntete ewiMUi 




HU'^ Si its 4yai b t >it<a Bi «t Mok aiel«t«»# CaacvtMiaMl 

«r wfllotlag adMa* m tiyovi ^ MMil MnA di«Ule«s« 

m dimwit tiM ftat tbat 
ttai div<*t0-4i<r asmftiou c(f this 



fMAnnUl siiil0Miil97 meelaetlar S* ^> fmihin: «» wwt iso 

it fMM X iMwt Mi^lMttd * ftlS«r liw ii tMrt or mv 
U—.\ma^ i^ warn tte itoM vhi^ la Ite vrtstod pMsnBi 

Y«K*i* flgbt- Z lum tern m AAitwrately to lot «f«nrt to ItMms ^wtf 
•felMttM w ft mb$»9t «ldch 2 fiieX is «f vlaoft li^oftattM ia ovr 
ntuuL teajUra to attaia o«r eonnpia db^crti'va of obtaiiiiag a anxlauai 
■illtwy postsra at a aeaea ary eost* X eaa thlalc ef bo asare 

iVt laagiiffiir to Mtfilight «9iat X hsn aoa^t to stxass earUer thaa to 
^eresfisnm mam samzfts aada Isy OttevaO. ABdersoB, the Coanaadiag 
Qaaftral of ^ U* Materiel Goonnd^ la a i«eeBt aadress to taie 
Vatdilagtoa Cbcpter of rd«r Aaao^atiOB. m aaid: "ttOese ae-^ 
the X)epartaBBt of Defense a&A ladastry— do a batter ^ob ef eartailiag 
oosts, tte vaflaetle^ of u^tzairy pareaatago cats wUJL oontloue to 
bo the oatbaOk » aliaSao^aa of aveoo^ projoeta. Ve, ia offeet> 
bava baeai told that a» losg as ae d«a*t axert waxixnm preesores for 
boat oost raaalt, tfaaa uttrnt «c eoaaider to be liia mry alalmam dollara 
for ««r sMoataaKiA aiU bo fartbar ladaeod*" 

jt trpst ^Sxli BiBtniii «|?oaa aev avwnaa for oar aataaS. t i ^ yr oy aaa nt 
ia an acoa iftaci tea ao aae^ atgaifietfaea to all ef aa toOagr. 
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t ^'^':^^r.'i.-r•V'■' 



^ > 



f -rift x.%«.rd^u„ ■ 




/ 






4 



cr 



i>f 4 J^ttfic 1959 reqiiei^itd © i.rogr<^>s- re^^^oTt en ^ this ^ctloRs tnker 
€f4 e result of the ^ubjeet cm^b^ 

the 4rntX 0f e^^nirfict e&U >=rii^clple£ 4atea i:? fc^y 
jr^clttded i^ro^lsIciRj^ to t^k#? e^^r^ of tike €ecl3,Soft» 

kiurtfet^r ti/ J ly "true'' ^ot^^l de^ rceletli?!^ ti^e ,.riciivo 
of the iter>'t?oM. This r^Ucy etri^t in»ec- in tfee cust r^if^* 
civ^l^ ciryft ^Ith t^o addltiote^sJ es^Ecoi t:: ltti^d€^rs€!5^ri?fi ..cfrt^i'S^ 

t>r "t^Qtvit^x:' de/reci ^tloft. It ii^ .^tst^d tbtt hi 5 elect plfHt .>c-u:vt (^x 

be , 5& i d B% ''true" ^#;.reels-tiot^ TJ^teu.^ but fci :v etectivn X C'^^ 

te. ' »ii>n'aar^ fE tl^o ^ to collect ki^i la^^-en of etvoKviJv. i \ / 



HdXl) . • . the ^t:.i^xq^i^ty ; crHil (5 ye?»r??> ^^hnH --s. ^ 

bt! eomv «t4j0 ill ^c€oriff?BO^ ^itk tbe deterrJnj^t iu^ ir f 
tfais tnergefi^-cy rscilitios; Oex-if eci ^ tii^^ So^td 
^J^l0c?itf^^ rv3t;^bl]^ ^^^ fi?^^r tfef^ full five^veftr egygrgeiui^ 
i ixtljcrAi. : ro vid^g other alte-^ei^e^ Q^h 
^U:.i iti^\tt the fictoTM. ^MCfe ^xtr^^nrai^^ 
t^b5c^le^:e^yiet^> eori^5ititttiin€i *trii^ rgcicitioii* . • • 

^:i»ci? tfe0 E^ergeecy F©ciUties »ej:teei«tioii fe>srd t^%%i^^t% tbc 
footer of extr^e^rdia^ry ^bs^le^eer^c©. St> fiistlirrj of true? ^ 
4e,'tfeci^tiofi^% i^nd siEC€ tbe re^fis:^d |:rifeeiple h^t^ "4»,^Ucr^te 
sil^woi^ee of e^jsts ftj»r tfeH^ f&etott b^llttre tfes^t tfet? ^dditi^^in 



th^y^'B ittivi^ri^u' will f^i::\e^'^ th0 .yl^^tv rtfii? ^^olis-cr d^ei 



Preiered by: TA(/il«oii 

See ottoched green i»>r ci;crd# 





«^ agiS^ V 

■.■<S?-.,T?^ -^,*«^ rental, to iSRw,®-J05.* .(c)!, , ^, .. 

, .i«,.^ostantiaIi It se^aa only table . tisaf tiiey ahouXd b» -ciutriraa ^^^t^^ 






M^'^ia^^ Jtf^^'^yRICHT.^MnCR^^^^^ AIR/qROE^BASE. OHIO ^^^i^:^£-,-^^ 

^'T^^Jomt^lCPFfe^t^^^^^ 2 July 1959 





^C=.:-t...: jS^^i;:;in; looking over .the 26:Jime 1959 araft of ASPR Section IV,' ve have 
V^^-C'f^K '"c^iae across two' Items which may' "i-equife clarification. Ho realize ■ 
I^^ ^^^V this 'nay not be possible but if you agree "and if the changes can be 

"2, The first is in paragraph 15-205. 6(f){ says, '•Deferred 

tjoapehsation is aUovable to the extent that (i) except for past . 
serrlce pension costs it Is for serviceE rendered during the con- 
tract period; This citation excepts past service pension costs 
::frpffi the general requirement tliat deferred costs are 
aliowahle only to the extent they are for services rendered during 
the contract period/ However, "perision^ is a specific term of 
Inference and is not inclusive .of retirement ^p 

other words ••retireaent" rather than pension is the generic term and 
we suggest the insertion of words "and ret iren«nt" bet^^ 
\and ."costs'* in that vparegraph v. ^^^^^^^ "' .-■•^v' 

3. It is possible to interpret the cost principles so as to ziake ^ 
-substantial aegaents of . naziagement incentive award payments unallowe:l*e. 
For example, a contractor might make incentive awards early in calendar 
year 1959 with respect to aervices performed by recipients during 
caleadar year 1958. Most often an award is paid in inatallaents over 
several years . therefore , the latest draft could be interpreted to 
cause incentive compensation paymmts made on an installment basis to 
be unallowable when not for aervices during the contract period. He 
do not believe this is the intent. : 





.Chief ,.-Pricing^ , / : 

TS:%i^^^:v5?:^-;:and. Fiii&ncial Division 



Directorate of Procur«aant & Production, 
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•Mawtfcrt to 





* » nUX Mat iPMttMiteneUaB 
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^.y^ ^r ' S^ to P»laeljl«^l^ *»c4»4 to tte «f»Mt 




OFFICE OF THE ASSISTANT SECRETARY OF DEFENSE 

WASHINGTON 25, O. a 



COMPTROLLER . 



; 5 June 1959 



MEMOBAinXM FOR CCUMANDER MALLOY 
OASD (S&L) 



SUBJECT: Coat Principles 



Pursuant to our conversation of yesterday coxiceming, thei 
Air Ptorce's position on paragraph 15-205.22(c), page 3a of> 
the cost pilnciples, I talked with Bob Benson this inoming*^-; 
Wiile he vould much prefer to vtse the wrdln^ vhich the Air > 
Force suggested in order to make^ it clear on the record; that 
ve voxald not accept costs relating to vrite-downs of material. 
. ;va^ he vould go along with not raising, official objectipnV 
^ : to the proposed wording/i^ everyone else has agreed upon& - 

However^ he suggested that ve retain someting in the/way of 
V • '^legislative history" to indicate that Defense policy generally 
• is not to accept such costs* I agreed that this voixld be a 

satisfactory solution since it yoidd avoid either (i);the ^ ^ 
■ possible inconsistency of the proposed revised wording or;^ 
■ ■ (2) the necessity ftor going into a long explanation: of 6w^^^ 
• ; tion^; If we run into any dif ficulty on this, score cifter is- { 
: suance of the principles, we can take another look with the 
view to clarification* I am furnishing a copy of this memoran* 
dua. to. Mr# Benson* •" ■ ^■■^ 



y 




30 June 



1959 



tEMDRANDOM JDR THE ^ISTAKT SECEETAHI OF DEIEIISE (SUHLT AHD LOGISTICS 5^''- 

ASSJSSA^ SECHETABI OF DEFUSE (COMETBQLISR) 

SUBJECT t Contract Cost Principles 



We have concluded our staff efforts with respect to the contract 
cost principles and a fully coordinated draft, ready for publication, 
is attached as Tab A. There remains, however, the problem of 
determining what action, if any, the Department of Defense should take 
with respect to the General Accounting Office and discussion with J)r. 
Saulnier of the Committee on Government Activities Affecting Costs and 
Prices* (Tab C) 

It appears to us that there are 4 alternatives with respect to 
the GAD which are enumerated below: 

1# Formal Coordination ^ This would entail submission of 
our draft to GAD, the receipt of their written comments, the 
evaluation of these comments, and the probable need for further 
coordination among all interested parties ♦ Previous correspond- 
ence with the GAD on this subject is attached as Tab Our 
last previous communication to the GAD was dated 22 October 1957 
in which we indicated that it was "our intention to consult with 
your office prior to publication*" The GAD responded on 3 April 
1958 indicating that "we prefer to review and comment on the 
cost principles after industry comments have been analyzed and 
accepted suggestions have been incorporated in the proposed 
principles •" 

2. Staff Level Dlscussiona . This would entail a meeting 
between Mr* Powers, GAD Audit Chief, and Mr* Kilgore and 
Cdr* Malloy* Previous informal discussions lead us to the con- 
clusion that Powers would seek Mr. Campbell's reaction prior to 
making any GAD commitment* If this alternative is adopted, the 
effort woiiLd be to convince GAD that our current draft represents 
an acceptable compromise among the many differing points of view 
which are involved in this project* Hence, we would endeavor to 



conTlnce GAD that the success of this entire effort might be 
Jeopardized and, in anj event, would be seriousl7 delayed, if 
the many controversial points were opened up for discussion. 

3. Publish Without Prior Referene» t.^ c.tn. This alternative 
would have the obvious advantage of obviating detailed discussions 
with GAO and would save many months, even years, in consummating 
this project. It is our understanding that this alternative was 
adopted by the Munitions Board in 1948 when the current ASPR pro- 
visions were published. Gao immediately responded in a strong 
manner and caused a change of the newly pxiblished regulation in 
several particulars, 

^ ^* Secretarial Levai D;ta,^i,«.p^r.nj^ -jii^g ^Qu^d entail a meet- 
ing by Secretaries McGuire and McNeil with Mr. Campbell. The effort 
here would be to endeavor to convince Mr. Campbell of our Immediate 
need for these cost principles. Ve could assure GAD of our willingness 
L'®r*2P'""®* validity of our principles after they had been in 
effect for a reasonable period of time. 

It is our feeling that we should either publish the principles without! 
reference to GAD or we should initiate discussions at the Secretarial 
level. Were it not for the commitment to the Comptroller General referred 
to In 1. above, we would recommend publication without reference to the GAD,' 

commitment, we believe that a high level discussion 
with Mr,^Campbell of the broad considerations offers the best solution. 
! ® opinion that detailed consideration by the GAD, either b7 

staff level discussion or by correspondence, will result In ultra- 
conservatism in the individual principles, and will Jeopardiae our con- 
cept of applicability of the principles to fixed-price type contracts. 
The result would be violently objected to by Industry and by many elements 
of the Department of Defense. In effect, we would either haveto arbi- 
trarily publish the principles as revised or start the project all over 

With repect to Dr. Saulnier, we believe that a discussion citing the 
ia^oved control resulting from application of the principles to fixed- 
price type contracts and the complaints of Industry that we are being too 
restrictive in cost allowances will satisfy his grot^. Participation 

S^S^J.'^'Si^J^L^v*^^!!^^**^* Secretaries would be desirable, but 
ffligvt be handled by the staff. 



Icdr, SC, TEN 
Staff Director, ASER Division 
Office of Procurement toliey 



mSSBIE Z. KILGbBZ 
Director, Atidit Pbl^cj Division 
Office of Accounting, Finance 
and Audit Pblicgr 
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W ■Mi pw^> latrndBl to W fUi«4 In t«zw of d>j«etlTW mther ttea 
specif tc» or »llewmU.t aad xauilXanmia* eo^U «pe lfit«a4cd to gl^ 



■■it9 f«t •ii»»er In Unck «nd i&ite to rrttr fUMtlan jdii enn ijemm ^f, >^t 

^%tJi«r cr« lnt«i»da4 to W iiuff IcUntl^ 1» ojljdtirtlo 



r«*olttilot Of asy proU« that aria w, 4il^^ cffcunataaeaa^ 

b«c*ufe of lack of lEnovIa4ce of >«ffitlaBit^^i^^ 
'ra^ar 'tbaa"' ipaAl& 



•ilaca'^i: -im^- * ■ i^lTe;atdl«»6a;% 



^"''^"•"''^'-'^T^'U eottil4ai»bia crltlelai, not oniy of B*c.^Vr,-,V^^ of OoTaitaantg 




... ^B ^i^^ 






i:)f''52pjt««ili^ 

W tft]^eB Iqr tb« ez*ctfilye departMoat iih«a tlkMt *Vni«« iuv mljiiid in^ p^iftlle 

r«4{uI*tion nbftre^, «Tni tbcroiit the •ougtxt >• prrrwivd aay be apri 

^ IsolAted, tii« rvatrleiiaii appllM *ero«* th* teard. Ikuf ladnttnr, 

pf •ttch regulAtloD* t»y recogalilue tJiietr igpMi-pcfblU >i«^^ 
Oaaliag vith t2ie Ocrrexmact, and a^idliig »bu«M 

eveatmlly tc regulation. AU too oft«a, laforttm «3md It beeoses kaowa 
lE> IfiduitxT ttet otM eoatzaetor ha« fo\mA a "loopholt, " other eoiitractpr* 
tc cXiab on t2>e liaaftrngsn Instead of tr]rlac to uie their lafXiMiee toward 



0 elf .pollel&t . Oiua le* horn ahother resulatloa! 



imnt'-l .vlll. ptxt .of' the f^lt;::iuia. ob^ JU? ;1d^ neart 



■ft' 



nxed-prlce eootxaete . Beeolvtlon of pxohlflM la thla eonseetlaft ifaa the 
c«M0e of--X voold eaar— 90)( of the diffleiaty and ^alay la getting tbm pi^ 






if"- 

IS" 




.. , , _ ;rj-.;,..., 



k. ICtm mtm of rUk 





1^ 



I. 



y- eontjmet Sbovld W^aorc »di^^ 



of 4iff«r«iieM M eo^ 





8. this ;aMiia;^eo«a.d if« taop« to liehiOTv' at Xjm&t 4»^o of rvj:;; f ' 

«silfomt7 of 'tamtMBt b7 th« thoosuds of ladlTlAmlt ''tM^atUtia^i^ 
■ - mimiaUUaring, oaid oadltlttg c<»ti«ct«. '-^^r^ijT-J\ -'~;;^sx!:f'iMi^''^ 

^' ^^^^^^^^^^ .J*'**^. '^*~,./«'/«»M»cti>;.i5f§4^^ , t- 

: ;;X«.g. flml foxsiU* ..pricing -of on' iiB«'(i«*iW'' OoBtxm^ 
; v'-'.lMod .4]aott '•aBeliiflT«l7;:«n':eo«^^ 



,'.:^?pUefttl<« to.:flmd*prle«'.oontxmeto' «kleh »ll«y«d 'tlw' .fopio^'dP'^^^^fc^^ 






:<*«> "itoiMl^ frtsiat. ^dr^ ^WV'' 

r jrt«lpl« art to. ^ la •^mtliig oort. otfjr Hi^^ . 

/•^^ •ttrtOUh prtcti.- ««(»4i4r« \9 «ooc«4Wl OigHflittoa, J 

^ *«i*«»t^ iwb of tk. pilelaff HdlMoglv «ttrtaiao4'l& Soetlen m, Jtoi « ^ ^^^^ 

cm^mm^lUsA, *r« aot rigLA mmmum of It* utd ttea «Blac «b lo " 
teterlbo Bore falJy, th« dogrM to vhlek oooto atevOd b« o^oit^ la miyUt 
•Itwtloni ooeh M r«trooetlT», tbword, aad eo^poUUvo yrielac. WmUj 
th« prlnelflM ver* pnoerlM m o gtilto imthtr Itea m o UmU f or dotoxBlal^ 

Blis VrlAc* M to the fuMUoa of itet ihm, U tte tl^flcaaet of tho 
■J prtacl^oi laaoflur «• flnd^yrtoo oontxmeto an eoaoonod? S!mo« wUl ^ 
fl^ <^laloa«, aot aoeosaarUgr otiaroA by aU othm. 9m prlaelflw proMUiy 
•ro BOt loffcUy- blaOlac (la tiM otrlet snot of tbo «dz4) oa th« oootxaotor. 
iMy^ not rofulrod to bo la»tpo»tod la tfco ioBtiacii 
Ti>^plT^ to oitelt hio oott or jMrleo pmipoMlp Sa ooBBOctioa with fl»4^prieo 
eootzaeto la oeeordoae* mtt tho prlaelfloo. &nmr, I lain hopot ti»t tbij 
win U aood iat«Ul««ttl7 •aA ia ooteMaaQo vlth tht oplxlt la ^tith tbar 
wr« pmil^tod. for oauvio, irtkoa a Aioocroattt xMItoo atmad i 



•iMOt of oort and thort art ao othor ofvorridl^ ooaaidumtlMn, I vUl' 
•39^ tho prloclploo to wfr&tn, UktwU; X votiU astielpato tint ooatraetOM 
vlU neomi— thi Waoflto of oitelUl^ oott pnivoaalo wiac ^ ^ 




prlaclfOai 

M a fnido. BUS woalA aot prrmt tlMB trm 9««potli« oo-eallod*«»llo«bLM* ' 
toT ooaotdoiatioa la aofotlatlac a prieo, but tbiy •oaM bo Idmtffiod ao ««eb. 



. P^AUeatlott. .^Shortly aftwr ptfblleiiUoB, ^tinwrw, iX beeii« #|i^^wt 
,.>4Altioij*a policy fttia«xiae« iwr«..Me«M*ry *d ^jwria. *iK>w.^^<^^ 

Oar fim thoutfit iM mtarmlXy that it b« 4«ilJrta« to tm>iA ter^ W 

■ stto^ of prlaelplw tpsaicablo to. _» coatrMtor iia^t^.; Jiu^ th« V- ; 

■. •■ oplnKa that fiOftviUM^ 





.%:tA-';''lM w piirfdjalflc 'UoAttr'-otber ''^datiMc^ - ^f,.: 




itet cnrtlAg eMt Mlaibun edbtiitfU voMpJ^^^^^ «D0i iiiite^ eoirlMid ~ 

Ikiidfir thM€ erltorit, aod tti, lAin tho ^iso of old oontzmctt ta^ ; 

ToteeoOf. in ialiirt it wlir bt pnictloifciu to mim^ to »ehi«ft9 tht ) 

•ia«Ie eoniae kMUf 0 
- eosttOBt of Wo- pu*iioi.: 



: : to m jMOt^M tgnp* lABt to etart vtlof 

eoatnwto' _iuri^^ow fitlng eoottd inder W .cift coot^.'princ^leo, oaj' 




for ^ »• Of Ikt old princlploo tot Xb» -gnitA betveco th« dato of th« w^.. 
xeontxaot-iaad the ' vid of 'tte eootxme'tor** ' fioeal' ^Taair;- "'Ovr ^"ktro, -'of eooii;'-^' f-'-'^' 



1« to BlAlalM tiM otelnlrtMtiTv p2oU«M IsvolTod la tlM obu>geoT«r period^ 
I ) pi9Tl«lo& that Z Jutt ovUlBod vill eanrJtt old coot prlaclplot jMt oar 




■ •;,->-^c?. 




¥-^. -'^^^^^.^v' ^ '''1^^^' ;i-^a;■*'■•1|^■s?■^>'l^# • . 

4^^'?4iv^iv ...Sb'.;^ ma% of fijt»^:rie9 ecatnet* 't«aiiait«d toar 1Sb» ocwfolMB* '<»f |Imi . 
9 u»>x u MBi t» m vULl i»a tlM tttidaitloa eo«t yrlwtlpl — mtlch wpo ia •ffnet 
OD «h« teU of tlM MBtwt. fteviaftW vlll, of eofont, 

: bt oo«t«A oat lA fteeorteac* vith tbe «11omU« oo«t eUote la 1^ farticuUr 
^costrftct ;*t tte ^tUat of ''toniaitlan. ■■■-''■'■^ ■ *^ ■ 

Ik thM* iBtiDaoetorj roBUks Z toodUd on only ft f«v bli^ vpoU 
to tarj to flTt warn of iqr irUn o& iSg ^ grtnrlylw w m tli«x mx%, ham 
I maticXsmU ttai^t thigr vUl wad^ Vat K>tt Ixvorteat of Z bolUri 

iiiteftrjrj^ tollovlng tlu AlrtetM of fwd ooweljoei tod tbo tamlso of iiilf 
(^trol, eu iMljp to Atold fttrtter oaq^uslOA of 




HOOVER COMMISSION 



June 1955 
Rdcoinmandation No* 3 - page 33 



Contract coat principles * - Current efforts to revise the contract 
cost principles of Section XV, Armed Services Procurement Regulation, are 
commendable. The final products of this effort should result in a set of 
cost principles for cost reimbursement type contracts in keeping with 
recognized commercial accounting standards* These principles shoiild be 
supplemented by guidelines for auditors in gathering cost information on fixed 
price contracts, including terminated contracts. 





^ J / > J SALARIES, BONUSES, AND INCENTIVE PAYMENTS 

These 12 companies have widely varying policies on the compensation for 
executives. Air Force and the Navy have different policies on allowances for 
salaries, bonuses, and incentive payments. 

Ve were told doiring our hearings in March that the Defense Department had under 
consideration a definitive policy for both services. But, on January 4., 1956, and 
again on June 4^, 1956, Air Force procurement circulars were issued, the general purport 
of which was that the Air Force would undertake to approve salaries in excess of $25,000, 

The Navy, on the other hand, has had no regulation and has handled executive 
salaries, bonuses, and incentives as cost allowances on a company-by-company basis, with 
no partictilar formula for any company. 

There has not been forthcoming, from the Department of Defense, any statement of a 
unified policy. 

Air Force Procurement Circular No. 19 of June A, 1956, closely parallels Navy 
practice, as we view it. Paragraph 5^-900 says that "any acceptance" of wage and 
salary schedules ."should be considered as a determination of acceptance of costs 
resulting from such schedules for allocation to Air Force contracts." V 

Paragraph 54-90^ provides that when salaries "appear as a part of a negotiated 
^gehead rate" they must again be reviewed for acceptability. 

^^^ection 54.-905(b) (l) covering salaries "in excess of $25,000" provider for 
consultation and approval by Headquarters AMC "unless an agreement and approval 
had been reached prior to January 4-, 1956," or the "contractor's proposals were 
not in excess of those previously approved" or if the administrative contracting 
officer "determines that prior approvals and authorizations ought to be reviewed, 
the matter should be referred to Headquarters AMC for final determination." 

All of this means the same welter of confusion which has. heretofore existed. 

The subcommittee recognizes the importance of an adequate reward for the skilled 
management and executive competence. However, the subcommittee is not persuaded by 
company statements on the importance of salaries, or of Incentive bonuses for doing 
a. job for which a basic salary is paid and of the other devices which have been set 
out in. the presentation of the several companies to us. ^e find there is no 
pattern among industrial concerns generally in this regard. (See exhibit A (pp. 
3129 to 3139) on industrywide salaries, bonuses, etc.) 

We tftlnk, in short, that the proposal to charge all executive salaries and 
bonuses, incentive or otherwise, as cost allowances on Government contracts, is 
unwarranted. 

The position of the subcommittee is this: 

There should be set up among all servi ces a salary allowance schedule for 





^^^^ 



^ niit-fvft nompff^n.qfltlnn vhinh rmild hg included in ths nost nu ances for 
^^n<">rfll o verhead aasigned a^a^f^nflt various contracts of the Government > Beyond 
such a level, which we think should be reasonably conservative, we believe tl^at 
o ]] additional compensation , salary > bonus, incentive m vment, or the 

Ilka, ia a subject for payment out of the profit earned on Government contracts. 
It is a matter between executive officers and their board of directors to determine 
the use a company makes of its profit s. 

The Government has not stinted in supplying plant and working capital through 
the medium of advance cpaital, and balance sheets indicate that they are adequately 
rewarded for capital and management supplied, and are financially sound, even though 
almost entirely dependent upon Government business The public has assessed that 
soundness in stock quotations. of outstanding shares. 

Earnings are clearly set forth in the foregoing tables and we think it 
unnecessary, in these circmstanccs, that excessive executive compensation should 
be made a part of the cost or overhead for performing Government contracts. 

Contrasted with executive salaries are the salaries of their opposites in 
the military service who are expected to be qualified to contract in the name of 
the United States. We think a wage scale, which is generally GS-11, and in a 
few instances reashes GS-I6, for men who are expected to match wits and wisdom with 
the representatives of the contracting companies, is grossly inadequate. 



The Air Force, in testifying before the House Appropriations Committee, said 
.^t 95 percent of its procurement personnel are civilians with a tremendous 
^ue and a great responsibility resting upon them. 



We recommend a reappraisal of qualifications and salaries of Government 
civilian procurement personnel and a prompt adjustment of salaries co&mensurate 
with responsibilities. 
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IIHIOR&NDDM FOR THE DEPUTY ASSISTAOT SECRETARY OF DEFQISE (S&L) 

DFPUTY ASSISTANT SECRETARY OF DEFENSE (COUP.) 

SUBJECT: Approach to development of "one" set of cost principles 




In order to avoid wastied effort j to the extent possible ^ in de-* 
veloping principles for the handling of individual elements of cost, we 
consider initial approval of our conteiaplated general approach to be 
desirable* It is set forth below: 

/ 1. Cost treatraent should be equalized as much as possible between 
the several tjpes of contracts so Idiat one type of contract will be 
neither less nor xodtb attractive to a contractor or to the Government, 
by reason only of the cost treatments Thus, the selection of contract 
type can be based upon the iUerits of the negotiation, i. e*, conditions 
surrounding the required product or services and the extent of any 
contingencies covering risks rather than external influences arising 
out of cost treatment. 

2. Risk in the form of a contingency principle ought to be 
cognized in those instances in which there is risk exposure # 

3- Our objective ought to be fairness and.equitjr in the develop- 
ment of "one," set of cost principles # We shoxxld not deny nor restrict 
allox^ility of a cost othervjise fair because it wotild be costly to 
ttxB Government^ or because reasonableness of amount is difficult to 
assure* 

U« We should seek to allow legitimate costs of doing business to 
the extent that s\ich allowance is reasonable and is allocable to the 
contract in question. 



/signed/ 

T. k. PILSOM 

Chief, Policies Branch 

Purchasing & Contracting 

Policies Division 
OASD (S£^) 



/signed/ 



KILGORE 
Assistant Director 
Accounting Policy Division 
OASD (Comp.) 
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HEMORAMDUM FOR THE DEPUTZ ASSISTANT SECRETARI OF DEFENSE (S&L) 

THE DEPUTI ASSISTANT SECRETAHT OP DEFENSE (COMP.) 

SUBJECT: Ijidustry Proposals - "One Set^^ of Cost Principles 

Attached (TAB A) is our appraisal of the five indiistrial proposals con- 
cerning *'Qne SeV^. While there are some points upon which there is agreement^ 
some yjpon which there is partial agreement ^ the industry proposals are not 
acceptable in the really important points made* We believe that industiy has 
viewed this problem with something less than real objectivity^ has been largely 
persuaded to its own self-interest^ and has refused to see the natture of the 
BCD problem* In this paper^ we have tried to state our problem* 

This is a digest of our conclusions s 

• (a) There is nothing real3y new in the proposals* We have read the 
same things as criticisms of previous Section X7 drafts* 

(b) We believe that unlfoznity of treatment as between the several 
types of contracts is a MUST* Industzy says "not neeessarily*^ 

(c) We believe we must define "reasonableness** azid "allocabillty"* The 
V words alone will not secure the needed uniformity - additional 

guidance must be found for some of the elements of cost* 

(d) We must reject the notion that the cost principles ought not be 
"explicit" or "specific"* Reasonable unlfozmlty is otherwise unob«» 
tainable* 

(e) We must establish reasonable accounting standards* "Generally 
accepted accounting principles and practices" is not enough* 

(f ) NSIA is very close when they indicate that the principles ought 
to be applied in "negotiated contracts in which costs constitute 

to some degree a factor for consideration in contract negotiation*^ 

(g) If there is such a thing as an "unreasonable" or "unallocable" 
costi we must state unallowabillty sMiehow* Industry must make the 
argment. agalxist the words to support consistently the ALL costs 
contention* 

(h) Indirect costs represent an in9)ortant aspect of the "one set" 
problem* We believe that in the interest of "across-the-board" 
application, we must state our policies in generalized language* 
FurthexTOore, we do not believe that we can stress indirect expenses, 
and disregard direct - which may have been the industiy goal* 



(i) Whether aU "gains" obtained hy indoistiy in suits in the courts 
and the ASBCA ought to be considered allowable is dependent upon 
nasty circumstances. Rather than to allow the "gains" automatically, 
we ought to consider the items on their merits. 

Where do we go from here? W© suggest that the nature of the comment be 
revealed to industry through use of the DOD Procurement k Production Industry 
Advisory Committee. In light of the personal responsibility of the DASD (S&L) 
and the DASD (Comp.), it is our suggestion that both attend the meeting for 
the purpose of hearing industry present their point of view. We suggest also 
that the course of the meeting be controlled by limiting the subject matter 
to the Important principles proposed by industry. Attached is an agenda which 
may be useful for the purpose. (TAB B) 

It is our recommendation that Messrs. Pilson and Kilgore, at a minimum, 
be present for the purpose of exposing the industry contentions to the DOD 
problem, point out inconsistency of views, etc. This would enable Messrs. 
Lanphier and Shannon to occupy the place of Judges evaluattng the totalitv 
of the positions developed. 

of th?^PpSc^ approach seems to be consistent with the revised modus operandi 



./ • u 



T. A. PILSON 
Chief, Policies Branch 
Purchasing & Contracting 
Policies Division 
QASD (S&L) 



K. K. KILGORE 



/ ^^^^ ■'' 



Assistant Director 



Accounting Poli^ Division 
OASD (CcHup.) 



2 Ihcls. 

1. TAB A ' 

2. TAB B 






11/5/56 

GENERAL EyALUATION CF INPaSTHg COMMENT — 
All Associations join in a criticism of all of the drafts of Section X7 that 
they have seen^ and their proposal for "One Set*^ largely represents these 
criticisms stated as suggestions • Ve do not believe that there is included 
in the proposals anything nev* 
CRITICISMS CF SECTION TT 

As indicated above, there are universal industrial ccinplaints that all editions 
of Section X7 have been less than Just and equltable# NSIA as^a that <*the 
principles emboc^ unduly severe restrictions"* NAM expresses the same feeling 
in almost identical worda# MAPI says that we talk of reasonableness but we 
then "negate this. •♦general standard by an (objectionable) item-hy-item specie 
ficatlon and definition of allowable and unallowable costs"* AMA discloses 
the restrictions to be "selling, distribution and advertising, contributions 
and donations, mexnbersfalp in and activities of trade, business and professional 
jbrgmlzatlons, interest and other financial expenses, and depreciation and 
contingency reserves "• In so doing, they say affirmatively and strongly urge 
that "one set" should recognize Ali of ttxe legitimate costs of doing business 
without restriction* 
UNIPOBMm IN COST TREAIMENT 

Several associations have inferred that there are cost differences which should 
be wcognized as between the several types of contracts and particularly as 
between the cost->relmbursement contracts as a class and the so«>called fixed 
price contracts as a class, BUT THE! DID NOT SAT WHAT THE DIFFERENCES WERE. 
They said only that cost reimbursement and pricing were not the same things 
AMA and NSIA seemed to recognize the "universal application" concept of the 
ccmprehensive set, although the latter preferred a contract clause for cost 
reimbursement purposes* NSIA came closest to ^^resslng unlfoimity when it 
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said, "•••in contract negotiations some sort of rules or philosophies are 
1^ logicallj required" and indicates that industries* ^prehensions grow from 
the "severe restrictiona" of Section X7, This raises the problem of viewing 
each cost element and ascertaining wherein there should be any cost difference. 
COMMBMTt At this tiine, we can see only contingencies as a possible area for 
different treatment, and then only where pricing judgments are future in their 
operation* If there are diff eraices, ; industry must support them, 

since industry's "one set" proposals are the same as their criticisms 
heretofore levelled at Section X7, we nmst presume tiiat if Section X7 were 
to be modified to their satisfaction, uniformity would be well. Therefore, 
we conclude that industry believes that it is not possible at this time to 
get their m COSTS '^ew accepted in Section X7 and therefore, seek to estab- 
lish the AIL COSTS basis in "one set". To do so, "they must Contend that there 
is a difference between it and cost reimbursement. 
1^ mPUSTHi AD70CATED CONCEPTS 

a. The basic objective should be one of fatmess and justice to both parties 
to the negotiation, recognLaing ALL COSTS OP DOIHQ BUSINESS to the extent that 
they are (i) allocable and (ii) reasonable. Allbcability and reasonableness 
are not further defined and, as to SecUon X7, industry has said that further 
definition is unneceseazy. 

Cm^^- m concepts of allocability and reaso^eness are difficuU, 
There are several possible bases for aUocation, several of which are men- 
tioned by industry* For example, MAM says, "... we recognize that there may 
be unusual situations wherein certain items of cost may apply in less degree 
to Government thai to commercial business. There may be cases where none of 
a particular cost would apply— or perhaps 100$ In other cases." 

Again, reasonableness is not defined by industry, except that th«y 
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8^ that th« expenses ought to be in accord with "good" and "sound" business 
practices. Am. a^ys that whatever it is, it does not include second guessing 
■by the CJoTOtnment* They say, "The principles should be based on the philoso- 
phy that the contractor has been selected because of reputation, abilily and 
organization. Among other things, this means that its organiaations must 
function through the Judgments and discretion of its executives in acccm- 
plishing the purpose for which the contract has been let." NSIA. says roughly 
the same thing. They say, "The Government should have the opportunity to 
review the accounting gyatem of the contractor. . .and once approved. ..the 
results of consistent application of that system should not be questioned." 
We beUeve our definitions of the two terms, along with more detailed treat- 
ment in connection with certain individual cost elements, is the minimum 
acceptable. 

b. The principles ought to be FLEXIBLE AND NOT EXPLICIT OR SPECIFIC. AIA 
suggests that the principles be stated in "broad tenna". NAM says that 
accounting is not an exact science and precise determinations of all costs i« 
hot possible and therefore one set should not be "detailed treatment of the 
various cost element8...or cover peculiar circumstances or special eases." 
NSIA says that the principles ought to be "broad in scope, rather than detailed" 
COMMENT» The DQD has alw^s thought that its drafts provided the necessary 
flexibility both as to gystem and as to range of allowances in those esqienses 
in which there ought to be a range of allowances* Our problem is that we 
can't see how we can act within aiy reascoable degree of uniformity of policy 
or practice, operating as we do in 100 plus principal purchasing offices and 
using some 6,000 audit personnel without some specific guidance. Furthermore, 
we believe that UNIFOEWITr IS A MUST. In commenting on a previous Section X7 
draft, NSIA seemed to recognise this when they said: "the development of 
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unif oitnity of treatment by woriclug level personnel in the application of cost 
principles" should be one of our objectives, We cannot see that this proper 
unifotnity objective is achievable without guidance which is, to a proper 
extent, EXPLICIT AND SPECIFIC. 

c. Industry reiterates that the test of a valid accouhting ^stem should be 
{ffiNERAUI ACCEPTED ACCOONTINa PRINCIPLES AND PRACTICES, consistently applied. 
NAM speaks of "flexibility with respect to allowabiUty" and "flexibility as 
to (accounting) systems". Only NSIA recognizes a govemnent interest in the 
system. Thqr say that the Oovemment "should have the opportunity to RE7IEW 
the accounting system and, where...(the) accounting system provides an equit- 
able basis for the allocation of expenses, it should approve it. Once this 
is done, the results of consistent application of that system SHOULD NOT BE 
QDBSTIQNED." NSIA also speaks against "arbitrary allocation". 
COMMENT! The Department of Defense is unable to fulOy accept either of the 
two above-mentioned philosophies as stated. Our experience is that a ^stem 
can be developed and maintained "in accordance with generally accepted 
accounting principles and practices" and yet not necessarily yield costs re- 
lated to the contract performance to the extent required for cost reimbursement 
or to support pricing judgments. Thus, we have accepted the concept in its 
correct sense by adding "applicable in the circumstance," The reUted point 
on "consistency" we view in the same way. Consisten<?y is essential only so 
long as condiUona remain static. When conditions change, a system change may 
be required also. Additionally, rather than BLIND TRUST as suggested, we most 
monitor the application of standards to a reasonable degree, 
d. Industry stated that whatever principles are developed ought to be limited 
in their application to "COST REUTED AREAS," But the views were not unanimous 
as to what the cost reUted areas were. MAPI says that it "sees no reason for 
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the ^plication of cost principles in any form to FIEiM, FIXED-PRICE CON-* 
TRilCTS". AM says the same thing and adds that they ought not be applied in 
^instances of standard commercdLal product^* nor to "a substantially similar 
modified version thereof^* at least in instances in which pricing ought to be 
by "customary competitive factors such as quality, quantity, time of deliveiy, 
etc^'' NSI^ states that the set ought to be applied in. those "negotiated con«- 
tracts. ••in which costs constitute to some degree a factor for consideration 
in contract negotiations" • HSJA ciarves out fozmal advertising and conq)etitive 
negotiation where "costs do not enter into the negotiations" • 
CCMMEWTi Our views are well expressed in the NSI& words # However, while in 
agre«ient that the commercial item would of ten be the one in which competition 
would tell the pricing stozy, we cannot see that that should be the basis for 
the exclusion* In the negotiated fixm fixed-price contract area, estimated 
costs are often a very important consideration in pricing and ought to be 
evaluated oa a consistent basis • 

e« Then were other ideas expressed yxpon which there ought to be some dis* 
cussiont 

1# We ought to zld ourselves of the concept of reimbursability and non^ 
reimbursability and allowability and non-allowability« 
CQMMENT t Under whatever description, we can perceive of no way of expressing 
yes or no which the observer would accept • He actually is saying that there 
is no such thing as an unallowable cost« We don't agree« 

2m Incorporation l^r reference should not occur at all, was expressed lay 
one association^ Another said that it should only be incorporated 
in cost reimbursement type contracts* 
CQMMENTi We ought to study this point carefully and to detezmihe precisely 
when it ought to be incorporated by reference* In axiy event, we KNOW that 
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it should be incoiporated into cost-type contracts. 

3. One Association observes that direct costs do not represent a serious 
problem area— but notes that indirect costs do and, therefore, we 
should give much attention to the indirect cost area. 
COMMENT» Industry, by and large, has been eictremely critical of past effort^ 
in clarifying the indirect cost area on the basis that it necessarily involves 
arbitrary aUocation of these aq>ense8. Accordingly, in one set ve have ttled 
to be rather general in our ^proach. On the basis of the present evidence, 
I believe that our approach is probably correct. 

U. In the matter of the cost treatment of one set, one Association 
, suggests that it ought to recognize as legitimate costs all gains 
for which industry has fought so hard in the ASBCA, and although not 
stated, they must logically say, the gains made in the courts. 
CragCTTt We beUeve that these "gains" ought to be reappraised on an objec- 
tive basis just as the other coat elementa are. To the extent that thia con- 
sideraUon indicates disallowance, they should be disallowed. ASBCA and court 
cases are deteinlnations of existing facts only, which facts sometimes call 
for remedial action. 

f . There were several other ideas expressed by industry which are generally 
acceptable to the DOD* These aret 

1* We ought not to let this project interfere with the current enphasis 
ypoa firm fixed-price cmtracting. 

2. Since the total price is important in fixed-price contracting, we ought 
not to becane so preoccupied with the elements of costs to miss our fundamental 
target— price. Specifically, we ought not to become"prQf it-happy". 

3. The concept of allowability may not be made dependent upon a negotia- 
tion— poli^ coverage must be found. 

U. In pricing, the audit and price analysis aids must be made advisory if 
the one set target is not to result in "forwula pricing". 
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PROPOSED PPIAC AGENDA HEM ON "ONE SET" 
We have reeelTed the propoaals of five aasociationa presenting their 
views as to the problem of one set of contract cost principles for application 
to all types of contracts and all contract situations # As we could expect^ 
there are some similarities and some dissimilarities of vlews^ axxl some pro^ 
posals which do not now appear appropriate for application by the DQD« For 
this reason^ I am dedicating our next meeting to this sidbject believing that 
fron It will result uniformity of purpose^ If so> the development vozk will 
be greatly f acllltated# 

Our appraisal of the Industry comment brings Into view the following 
areas for considerations 

a# Standards of Cost* The observation Is made that one set should 
recognise ALL COSTS OF DOING WSJSBSS to the extent that they are 
(1) ALLOCABLE and (U) REASONABLE:* The question arises as to the 
meaning of allocable and reasonable* Once we reach a conclusion 
on this question^ we will be in a position to apply it In the de-* 
termination of standards of cost* 
b# To what extent should there be uniformity of cost treatment under 
the cost aspects of the several kinds of contracts and the several 
uses within the contracts? 
c* What are the speclfio COST RELATED AREAS in which an application of 

one set should be made? 
d* Ought this department specif^ accounting istandards which may be more 
specific than GENERAUI ACCEPTED ACCOUNTING PRINCIPLES AND PRACTICES? 
Having determined the standard^ to what extent should perfortoance 
under the standard be subject to appraisal by the DQD, particularly 
as to AUocability and Reasonableness* 

TAB B 



B. la unlf oxmity of treatment a Talid objective? If so^ how can we 
achieve it if otar principles are PIEXIBLB, NOT EXPLICIT OR SEBCIPIC, 
and SIATSS IN BROAD TERIS? 

f • How can one set be cast in terms of yes and no in relation to ele- 
ments of cost if we do not do it in terms of reimbursability and 
non-^reimbtirsability and allowability and nem-*allowability? 

gm In what situations should one set be incorporated by reference? 

h« How should we cover the difficiilt area of indirect cost? In texms 
of inqportance, should it be stressed in ccmparison with direct costs? 

i# Should the items determined allowable by the ASBCiL and the courts 
be considered allowable without reappz*aisal? 

J« How can we best prevent the publication of one set from interfering 
with the current emphasis on firm f ixed^price contracting? 

k« How can we best prevent a preocojpation with costs in negotiation 
resulting in failure to negotiate price? 
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Jiine U, 1957 



THE PROBLEM OF ADOPTING A NEW SET OF COST PRINCIPLES 



Background 

In the snnmner of 1953, Mr» Bordner, of Mr. McNeil's staff, submitted 
for consideration, of the militgtry departments a set of cost principles which he 
had drafted which were intended to be applicable to all types of contracts. 
These were immediately opposed by the military departments for a variety of 
reasons, principally because it was believed that the "Applicability' ' section 
of these principles wot dd tie the ha nds of negotiators in negotiating the prices 
of risk contracts , woiild s ubject all pricing to after-the-fact coat s^nd profit 
reviews and would reqxiire a jus tification of negotiated forward pricing in 
term s^of which proje cted costs were allowed atnd which were disallowed f It 
was^leit that this woixld hamstring bargaining, compromise and negotiated 
conclusions. 

As a result a meeting was held in the summer of 1953 attended by 
Mr* McNeil and Mr. Bordner and by Mr. Webster of S&L, with procurement 
representatives of the three military departments. It was concluded at this 
meeting that the problem woxild be given to an A3PR subcommittee made up o f 
aud it^ nd pr ocurement repres entatives of the three services. They were to 
use Mr. Border's statement as the take-off point for drafting a revised set o f^ 
cost princi ples applicab le to cost reimbursement contracts only (to replace th 
very general statements no w in Part 2 of Section XV of ASPR for this pxxrpose) . 
It was agreed th at after co mpletion of this effort s b ut before piiblicatiqn^ the 
product would be reviewecL to determine its s uitability for use as a CQmprehen« > 
sive set of cost pri nciples and decision as to how to publish wotild be reserved 
lorTBaFEmel 

.' . 

The ASPR subcommittee was formed and had exhaustive meetings, 
usually two or three a week, through much o f 1954 and 1955. Every word was 
carefully considered. Departmental positions were formed, compromised or 
fought out on a wide variety of minor issues^ The subcommittee report was 
finally submitted to the ASPR Committee! with a number of issues remaining* 
The ASPR Comniittee, through part of 1955 and into 1956, considered these 
issues, resolved many and ultimately submitted the package, with a few imre- 
solved issues to the Materiel Secretaries* 

During the final ASPR considerations and whiley^conside ration by 
the Secretaries - through much of 1 956 - a pattern in these issues becam e 
apparent. The Air Force, because it does such a high percentage of its 



busi ne s witk cont racto r 3 who are almost entirely in government work and 
who, therefore^ are not suDstantially sxibject to the disciplines imposed by the 
necessities cf commercial competition, was in favor of disallowing several 
elements of cost^such as ^'profit sharing incentive compensation' ^ which the 
other departments favored allowing to the extent such costs were kept within 
reasonable limits* These issues along with the whole package were submitted 
to Mr, Wilso n in Dece mber ofJ>956 and aga in in March of 1957, His decision 
^u as be enT to treat protit siiaringcosts^ most advertising expense, all contribu-> 
tions and donations, gene ral research expense not specifically treatied in the 
^contract, sal es expense other^nan conau itmg engineering an d the like, a nd a 
few other less important i tems as wholly xmallowable . His decision was 
clearly b^Sed on the concept thatthese principles were applicable only to cost- 
reimbursement "no- risk" contracts. •* 



By agreement between Mr, McNeil and Mr, Lanphier, a member of 
each of their staffs, Mr* Kilgore and Mr. Pilson^did very extensive work 
during 1956 and early 1957 in the drafting of a comprehensive set of cost 
principles. This was c omplete d and submitted for yovir consideration on 
2 April ja&7/ T his draft acknowledges and accepts in principle a statem^t of_ 
the applicability a nd use to be made of this comprehensive set 01 cost principles 
w^hich, "in my op inion, would now be acceptable to the military department s » - A 
copy o£ this statement is attached. It is considered very important in. a resolu-^ 
tion of this problem. In its content, the comprehensive set of cost principles 
is far less rigi d in its disallowances than Part L ot 5ecuon AY y it is bas gdj 
*on the concept that no legitimate cost of doing busin ess is automatically un -* 
3>nowable although certam coettS Which ha ve liottiiSg to do with the conduct of 
govemSenfiS usiness are normally not allocable to us and many costs, though : 
allowable and Idlocable to us, may be so u nreasonable in amount as to be vm- 
\ccept able^ In other words, it substitutes careful and realistic administration 
ibr automatic disallowance. The administration will be more diffictilt in 
industries not subject to competitive disciplines and> hence. Air Force ob- 
jections to this comprehensive set of cost principles can be anticipated^ 

Oyex^ this same period of time there have been two, and possible more, 
officia l letters ^om the Comptroller Ge neral of the United States to Mr. Wilson 
nxgihg thft rapid adoption by the Department of Defense of a single, comprehend 
sl ye set Ul cuBl pfmcipie s applicable to a ll types of contracts The last of 
these letters dated MarcHU, 19b V is still \manswered. ~ 



In its reports two years ago and again last year, the Special Inve stigatio: 
Sta£E of the House Appropriations Committee (originally the Flatley group) 
strongly tirged the adoption of a single, comprehensive set of cost principles. 
In its report to the House in coimection with the current DOD btidget, the 
^pf)r0priaLi6ns Conmiitte^ restated this need m emphatic terms* " 



In its hearings and report on aircraft procurement last year the 
Special Jnyeatigatiott Subcommittee of the House Armed Services Committee 
(the Hebert Subcommittee) brought out and stressed the fact that the practices 
of the Navy a nd the Air Forc e with respect to cost allow a^nn^fl fn airfra^m#> 
Cont racts were dilleren t, TMs- Commi ttee pointed out that it was the immedi- 

^tCLXfraimaa ibility of thePepartment ofPefenae to eliminate these differences. 
On May 15 of thisy ear, the Special Coxmsel of this Subcommittee ^ in a letter 
to General GhormIey » has put us on notice that the same issues will again 
arise m the hearings on procurement of aircraft engines next months This 
Committee talks in terms of P art 2 of Section XV of ASPR a nd the y mig^t be 

'"satisfied if that Secllon were issuea ^ However, the contracts they have~ ' 
mvesTlgated hav6 beenTargel y of the incentive type or other negotiated typea 
ngr grectiy affected by Section Xv, Part 2. ^ 

In the past, audits in connection with pricing have been conducted in 
the light of the present Part 2 of Section XV, Hence, the cost princi ples which 
axe contained th erein to govern questions of cost allowability under cost r eim* 
"Sursement contracts are also used by the aud itor in setting out costs for 
"speSlatTrOhside ration by ti ie neg otiator wJaen preparing adviso ry audits in 
^connection with negotiated price contracts. To a very large extent, then^ costs 
'whTchraJe cLisaHowed as a matter oi regulation under c6ill reimburBemeiit c6tL> ' 
tracts are , in fact, exclude d tt6xn pricmg m oth er con tracts. Hence, if the 
proposed i'ari 2 6f Section Xv were issued with its rather stringent disallowanp 
it would inevitably be carried over into the pricing of other tbpes of contracts. 
This might have the effect of rendering it more difficult to adopt less stringent 
mles with respect to such otner types m ihe luuire . '■ * 

Sxnnmary of Present Situation 

We presently have avail able for issuance to replace Part 2, Section XV 
of ASPR a proposed set of cosTprinciples applicable^ y its own terms only to 
cost reimburseme nt contracts . This has been fiiUy coordinated within the 
uepartmeni oi JJetense. When coordinated with industry there was considerable 
objection to its restrictions. The changes made as a result of discussions witih 
Mr. Wilson, all of which added restriction, have not been coordinated with 
industry* • 

We also have a complete draf t of a comprehensive set of cost principles 
w1ri,g>i H^s^re ceived no coordination, ei t her with industry or w ithin the Depart- 
ment of Defense. " ' '■ — : ^ 

r — — 

The present line-up of the parties at interest is believed to be as 
follows; 




Mr. Wilson has approved Part 2, Section XV and would 
have been willing to issue it but for Mr* McNeil's objection. 
Mr. Wijson has not seen the comprehensive set and there are 
differing guesses as to whether he woxild approve it. 

Mr. McNeil is completely opposed to the issuance of 
Part 2, Section XV both because he considers it too restrictive 
and because he feels that the real need is for a set of cost 
principles for comprehensive application and not for a new set 
of principles for cost reimbursement* 

The Air Force wants Part 2, Section XV issued immediately 
and can be expected to oppose the present draft of the comprehen- 
sive set either before or after the issuance of Part 2 of Section XV. 

The Navy and the Army both feel that the present draft of 
Sejction XV, Part 2 is too restrictive, but wotild vastly prefer to 
have it issued to inaction. They point out the real embarrassment 
that continued DOD inaction in this field can cause all of usv They 
both recognize a continuing need for a comprehensive set of cost 
principles and probably, but for the delays factor, would generally 
support the new drafts 

» . " 

ladustry can be expected to react violently if Section XV, Part 2 
is issued in its present form* They will nKjp>^-tHofK to its restrictions 
and to the fact that they were not consulted as to^ those wMcJi were most 
recently inciarporated. — ^ 



Arguments Concerning the Immediate Issuance of Part 2 of Section XV 

la favor of immediate issuance 

1* It is finished, coordinated and agreed to in detail 
by Sec/Def. 

2» It is the culmination of a vaist amount of committee 
work. It will pin down, for the record, a large ninnber 
of agreements on principle and language which were 
reached only after much effort and compromise. 

3. It will probably satisfy the Hebert Subcpnmiittee in. 
connection with Its July hearings. 



4 




f 



4* It is likely that the principles will be used in connection 
with all pricing and, therefore, the effects of a compre- 
hensive set can be achieved imnaediately. 

Opposed to issuance 

1. We have presently in ASPR, a set of cost principles 
applicable trw^oajt^^i^^ rnn t rarta. There is 
no particular need for a new set. What is needed is a 
set which is applicable to all contracts. 

2. Because of its austerity, industry will fight it as hard as 
possible. This opposition is likely to lead to firm indus-> 
try opposition to any comprehensive set for fear that this, 
also, would reflect this pattern of disallowances. Indus- 
try opposition w ill be particularly strong because they 
were not consuitea on the most recen t changes. ' 

3. Part 2, Section XV will not satisfy the GAP or the Hous e 
Appropriations Committee sincei by its terma. it is only 



ap plicable to cost reim hi^^rseTneTtt ron tracts, 
cally want a comprehensive set^, 



They specifi- 



4. 



PartZ^Section XV, which will probably be used to some 
extent in connection with auLl pricing, is unsxiited for such 
usej, It treats as unallowable or requires special contract\v#2d 
treatment of costs which most parties would agree should be 
allowed if incurred subject to the disciplines of commercial 
competition. The allocation of such costs to government 
work should be controlled as to reasonableness but they 
should not be uniformly disallowed. This is the wrong way 
to arr ^Y^ ult^TY^atAly at a, flii jtable c omprehensive set. 

Special Arguments Related to Proceeding with the Presently Drafted Compre- 
hensive Set 



Lx favor of proceeding 

1. Such a set now appears feasible since we can apparently 
now agree with the Comptroller on our "applicability" 
section. 



2« If there were not extended internal disagreements, it 
could probably be coordinated quickly. 



3, If we were to proceed oa this basis immediately, we 
could probably satisfy the Hebert Subcommittee in JuLy 
and satisfy the Appropriations Committee and GAO 
quicker than any other course* 

Opposed to proceeding 

1. The Air Force will inmiediately oppose it and, hence, a 
delay is inevitable^ 

The Air Force will probably bring the proposed treatment 
of such factors as » 'profit sharing incentive payments", 
^'advertising", "contributions and donations", "general 
rese arch", et al to Mr> Wilson^s attention immediately > 
'gyTnle Mr, Shannon thinks that Mr> Wilson will agree to 
a different treatment of such costs in cost principles used 
predominantly for negotiating risk contracts, as contrasted 
with principles used in cost reimbursement, this is not 
clear. In any event, the comprehensive set cazmot be 
issued without joining this issue before Mr^ Wilson. 

Conclusion . 

In view of Mr. McfNeil's opposition to issuing Part 2, Section XV in 
Its present form and the Air Force insistence on this issuance, coupled with 
the predictable Air Force opposition to the presently drafted comprehensive, 
- set it is clear that another decision by Mr. Wilson is inevitable* It would be 
very desirable if such a decision were a comprehensive one that resolves all 
of the issues that appear in this paper. The parties principally at interest 
should be able to present their argimients to Mr. Wilson. This could not be 
done as matters now stand, since neither the Air Force nor the other military 
departments has yet seen the comprehensive set of cost principles. Hence if 
we were to seek a final decision on all issues from Mr. Wilson^ we would first 
need a briefing session with the military departments and we would have to 
allow them enough time to marshal their arguments on these issues. 

It is my opinion that we should support the comprehensive set in 
substantially its present form*. 

If Mr. Wilson will not approve this set I think we should proceed with 
the issuance of Part 2, Section XV. 

G.^. BANNERMAN 

Dnrector for Frocu^rement Policy 







(h) Contrlbtttioxxa and Donatlong^ 

(1) Baaaoziabla oontributiona and donationi to databliahad 
nonprofit oharltabloj. aoientiflOf and educational, organizations are allov«^ 
able if they (1) may reasonably be expeoted to result in future benefits 
to the oontraotor through advanoiog^ direotly or indireotly^ the teohnology 
of his industry or increasing the supply of trained manpover aTailable to itj^ 
(ii) are in lieu of the cost of sindlar faoilities which the oontraotor would 
haTo to provide^ such as employee medioal or recreational facilities^ (iii) 

I ^we expeoted of the contractor by the ccomunity and it can reasonably W > 
expected that the prestige of the contractor in the ccnmunity, would suffer 
through tha laok of such oontributions^or (ir) are contributiona Wlocal^ civil 
defense funds ^ or to local ciTil dsfenae projects fo^ use in the coBBunity in . . 
which the oontraotor operates r (But see ASHt 16-204U(b))^ft^^^ 

(2) Xhe reasonableness of the amouxKt of particular con^ 
butions and the aggregate thereof for each fiscal period must crdinariiy be^ 
jxidged la the li^t of the patteam of past contributions ^ partioulwiy^;^^^^^ 

made- prior to the placing of Governmeni^ bontraots/ iuad^ should also. W Judged^ - 
in the light of the presence or absence of restraints occurring^^ in -l^hfl^ oohdu^ 
of competitiTe business^ That amount of each allowable contribution must be 
deductible^ for purposes of Federal income tax# but this conditiotti^^ doei not^^^^^^^^^^^ 
itt- itself Jxu «f contract'.'cost^'^-. 



■ c Conrpensation for services rendered paid to partners 
and sole proprietors in lieu of salary will be allowed to the extent that 
it is reasonable and does not constitute a distribution of profits* 

d In addition to the general lequireinents set forth 
in a through c above, certain forms of con^sensation are subject to further 
requirements as specif ied in (2) throijgh (lO) below* ; 

(2) Salaries and Wages ♦ • Salaries and wages for current serviceis 
include gross compensation paid to enqployees in the form of cash, products, <nr' 
services, and may include payroll taxes, workmen's compensation insurance, and 
the cost of supplemental unemployment benefit plans, and are allowable sub jisct , 
to the qualifications of (8) below» ^^f erred wages a^^^ 4 
tb: the- extent authorized in^ (6) belowv^^ ;..;; Vv:-^;^'rr -^-'-^r. : :■: ''[ ': 

(3 ) Cash Bbnuse s and Incent ive Cbiqpensat ion » " Cash bonu ggj^/ : 
and incentive coia^enggt^ ^hether"- or notj dependent upon or measured by profits) 



- based bi production, cost reduction, or efficient managenent- or performance,, 
.. and suggestion awards and safety awards, are allowable to the extent palid^ or: 



accrued piarsuant, to an agreement eixtered into in good faith between the : 
contractor and the en5)loyBes; befor^^^ were rendered, or pursuant to ^ 



an established plan followed by the contractor; so com to imply^ > 



mm 




ia eff ect^^; floi ajpre^^ swii: pajii^ l5-20U.l (b)).'^ 

Deferred bonuses and incert to the ejcte^t; 

•atrthorizei'ixi ^--below^ , :.^ • ' liy'-'-r/y}'-- ■ - ■■[•y'^:. ' ' 

''Ir (U) Bonuses and Incentive Compensation Rtid in Stock ; 
Costs of. bonuses and incentive conp^iisation paid in the stock, of the contractor: 
or of an affiliate, .are allowable to the extent set forth in (3) above (in- ; 
eluding the incorporation of the principles of paragraph (6) below for deferred .; 
bonuses aAd incentive compensation), subject to the following additional require- 




mtibat 





• : Ci) -valuation placed ^onVthe stock' shall be the - 
vj|r: '^^^^et y^ th^ nofrt 

'■■ht^::^":^::^^ ;0bjectt7e basis^^^ -aui -''a'' 

— - • • • ^ ^v^^ *: (6) I Deferred 



' * • " ' 



^^Ls not paid uiitil after the con?)letion of . the year in which the services are 
■ rendered, except that it does not include normal end of accounting period 

accroalsv It .includes (i) contributions to pension, annuity, stock bonus, and 
irofit sharing pians 5 (ii) disabUity, withdrawal, insurance, surviTO^ 
siBdlar bex»f its, arid (iii). other deferred condensation, such as; salaries an^ 
Tages an| bonuses and incentiTe awards, whether paid in cash or ii st^ 

: " / : I," t)eferred coiD^nsation is allowable: to the extenb^^^^^^^^^^^^^^ 
that (i) it is for services rendered during: the contract period} (ii) it is, , 
together with, all other condensation paid to the anployee, . reasonable in^ 
. : paid pursuant to an agreenent entewd^iipto^^^^^^ ; 

" f ai^^^ the contractor and endloyees before the services ^r^^ndered,:: £ 

- ; or pursuant to ah established plih- f oliowd by the ■ contractor so co^ : n 

as ta ii^iy^^w^^ i^;^fect^ ain agr^emsiit to .lauiai payM^ 

'■(BtriiVsee;^ASI^^l5rr2DU.l<^ './.N'' ;Vl'^:=-^^^ . ; ' '"^'---^^ V' i ■{''': 

':'ty,:r :t determining the cost of deferred ^ccaiperhMtipn^^^^ 

M^^'ilX^^ contract, approprlitte-adjus^ iu^\tpt,'ijy^:it 

'cwdits or gaiM^a^ out of both .iipimal-and. aba^^ ®''?^^y^"^^P*?!^^^ 

''dC'^ or- itt^^^^ ;contingericie8".;that can - r^slilt/.in i a-^ forfeiture . by. eBip3^yee8v-::4;>^^; 

C i^of ^widi deferr^ only f«p: forfeitures 

C :^^ i»^« *o "the -^"^^ cpntractori ^fbirfeitui^ 

':^^\'yiti^-ipmt-io tto benefit of other eaployeea covered iy a def erreid coBdehMt|x)n^^ 

plan with, n^ in the cbntwctor' s cjparU will^j^ 

. : : adjustnent inycontt-act costs./ Idjua^meiits f or n^^ 

■ be based on the contractor's e^qperience and bnjf prospfcts, ^nd shaU^- 

< ;;be reflected ih the amount of cost currently allowable^ S^xc^adjuetaients - 
will be, unnecessary to the extent that the contractbr can deiaops*»tS ^ t^ 
contributions take into account normal forftfifc Adjustments f«r possible ■ 





1^ 



ftitTxre, abnoiillfort^ be effected accordiiig to tha following rules 

(i> abnorml forfeiturea that are f oreseeable and 

; , - reaaoriabie accuracj, by actuarial, or otiiier 
: aouoi computation, shall be reflected by ; ; 
; •■■air adjttstinent; of 'cuixent. cbista. otherwise 

tk:^^ V <ii) abnormr forfeitureep notSithitt (i) 

nay >ej;radav the ;subject ■ of ^ 

r.^-' '"■■■^■' ■ ' r ' the.- GbveriiBient ' and-. ttM^;.contrad*or • eitj^er - .> .. _ 

■i^;' ''v::.^/---^ • ■• ■' : • ■ - .r-''-^ 5 as' td. aa. eqiait^^ 

'i/^;" ;r^-.;i-._'flcC detenniniiiiji^siiiisli-'^ • 

d'v .Iir,deteriBininj^ 
iia f<ija«fice» rei^^ ^^^'^^f*! 
'ii?^ii;bohsi^ 

^ ^^li^ sui: V requiremerft* of! ioiAis^ 



'4- • 



SS^Sftffi^ilv^'ia. t^ <S East; OTi^«^credit»:' of ; pension- and amiaajy^'j^^ 



-iv-^'l^ i^'::^^.; CtT • Fringe Bianef Ife^ fe Se» ' ■ 

JPS'SSS^llj^^ OvertlJi^^£a«fty Shift a ^ 



See: (jr)^^ks " 



i (^1:^ Traiiiing aM^^^^ Expenses^ ; See= 
(ipy;- ijistgance and ladi^^ (p)* 




',y (f X: Compqnsatioa for Bsrsonal Servicaa . 

-•^^^^^ '-^^i^^-.';- '.■^ a»;;.Conpensation for,personal' services trclittieai-all::^^^ 

V:^^;^BRaiwation paid or acoroed, in idiatOTBr form and: whether paid' la^^ 

serylces rendered by en^Apyees toi the: corrt«irto& dwliig^i^ 
J "^i* period of coiitract performance. It includes, .but la>notS.ifflitS^^ 
">^S^**:i?^?*: ^^«<^ors.^ and eMcirti)f^^ 
:> i^enbi^-aw^ stocfc; optionsV: firing^: jsen^ 

■ > antmity,. stock-bonus and- prof it-sharing^ plans* SiibjiBcti^t^ 

;:'^^|';Paiai^iaJ^ serTice»v,reikiered2;;^^''s^'-^^ 



. .If*'--. '»N- ; ■ • 



^*JstabU^he^;pai:i^ 



wili:;bep'-^irt'i<^ 



, saBpl^oe^^ stxeBy finr sijkl^xr aiiTrice 

s«^7icea;;^irath«^^ 

:!;isii*e^^p|id::.(|j 



yg}^^^ -^^^^^^^ 



i^ej^es* the? con^ ^ii^prlseWAttv a^ 

mustr be part icvlarly ^s«^ li^'^ of' t; 



/JO woB it saun snsas to tsu maoM cy fas m siAyy iiiix \m ^ms 
0009 Afl8A» vixacey C(»s2sssz8a -am axa ?o28T oir 72s< At all, m momux 

4» tauft osssot 10 iis» THS cost »K^^ 

tDls *fiB«I* Wfoft fmTiilTirt<wt la • aMUag WLtli all of ti» iadtia* 
trial Mvoeiatlaai oa .Ha/ 21* vhloh tma hald for tha ^urpooa of 
lafMalag iaOBStqr of oor llaaX dMiaiona* KatmttasUndlm tiw ^SMt ttea 
tlMPi tei bM a w i nt m i a B af iltarta vitb iadtt«iiy« iatatiy •Wongl/ 
pfatastaA ihi proMdava asd tntlMtaA a daaiya W ^rotldt aaothta w iiiait 
oa tta bwia «tf tba diaft dlatolbittad ataarUr baf «ra tfaa a i!iqr waHnci 
8fl<atthrtiirting tlia fMt tfaafe tiia latwi ga— ita aata laisa^y fipcUUotta 
«r «aaHSt« pMvlaasljr aotelttod* «a •aJawax 'a i ia awiatdia tteLr paiata 
of tl«r MEMV^ tfTart Ma tiaaiXr t^ttixmiUd vita tba pr^szailoa af 
a dxaffc tetai So^tate 87# 1^ Xa at tl» ladtaiilai dlftwionjt 
ttttafytir altt tfai £m% ttea tlia Air /am mm xalaetait ta aeao^i oa» «r 
tha pHnrtnlMi nportiag a aajoa itm dS eott» I4p« Uiyhiaa daaUad ta 
eoaf «p attH tte Smitwqr «f raf «»a «4 ULa Oipalar «boal tfaa p«att«i« J 

ccagiUfflaoiyB sat eg cost fmacmssi i» iiKii«au4 Aa«k wUi^ 

tiwia ara mmatiy tva satt of eost printlplaa f«r wa» il) la vafatmna* 

aui% of aoa* aadir oo«t*gi tni i M i'i iaw iit typa aootiaala lad (t) aa a Ma 

tiiafnitiloa Mttioaaita* Tte oftO^ «vl«ia fnajpaailoint fnm 
tba Ca^tMUm (GfiO «ai tba aUltair dipartaMata} Imm aataA tM tbwa 
uMa dU Mt aam aeaplaUlr tba arata af pxaofaMait la abidl aaata 
wyr aai ital a aigrtflatat faalava tba iwgfflt1at1aa> tb^r ■baiwad* : 

aaala tm- aa laaartaai nnmrtitaniflna la tba itaral miaait o# ociaa b^ 
tiMa vaaa aa ataadavdi aoab ta ^9!/ ia aU at tba jud«Hat<»- ' tbitC 
r aa At a d la aalaoaa af Saatiaa Zf far tba braadar pvpojia* It la 
aatiaatad tbab appnalaatai^ h$$ af aaa ira aaw ait a^ropriatiaa la • 
apamb Tadfla tbaaa aa«aallad flxa«*9fiaa aoafecaata aaA vithoat a yardatiak 
ta a i amaa tba aaat* 2a ibalasi tbla paabUa bafaia tha tiaaaa Appir»priAti«M 
r i awiu aa t Sacsatariaa Hba ud mUlX upraad wltb ti» C«tttaa tbat tbla 
ptMm abaalA ba oaplarad aad aaaH daatcoatad aaa MprasaotaUia ta aafa> 
faUr daatfar »ba p y ^a aad acatua faa uai aa aat* At tba aft«tSaa tdtb ladaatjy 
aaMar &# 1956» ladaatigr aaa takaa lata aur aaaOdaaaa wUb ra^a^ ta 
tba paaiaat aad aa laaitatiaa aaa Itaaa i ta tba IndoatrUl aaaoalatlana 
ta ^mUm tbaiv pMi aa ayhi aa l ywpaiitof ablab tbar baliava absaU 
U» tba baMdar ptiaalplaa* A* af laanbav 5t 2956, ll?a aaaaaiatlaac 
; bad aidMtttad, jaaitiaai«=^ . ."v';:-i-^:^'^:i;^^-.: 

■ j^--^AbtaMHaaaM|brM pap«n( t^tUd^tn^ 

(i) na fbab twm^d x^ort aa thilr ^liaaivlaa^ InalwHi^ a 
;^ -^.v,dliaab iWPidat af tbadia—iHr: . . . 




(U) A fall •nOatiiott* infllTirtin< la mof pnetM tonw th« iai» 



O ggim thtad with «&• 9krobUM», ; 



8vl«adUr fkwmlt 1134'.' 




Ha* ColJUFr»goa l " ' 




tsm IS^OluZ h«, been 3tat«i ,d a, to TOl?.|ro»fly t, ,^ «e«ntlr« 

r>»<«,^tU^ ^ .Uo^hUity «f certain of the ttems- coat tdautliled . , 
b.ao« in thla paragraph (b) dlfacat to detank, particularly li> 

th, oa« o^contractora *«. b^lneaa la pred«lna„tly o^autatantuui ' ' 
1** th. Oo«n»ent. »rd«. to a^id ^aa^nt dtsaUo»«,i .^...i 
, ^'''''^.or n,,,^^^:^^^ Of an««l^t^i: 
coat, .ahoold b. apedttcaU, negotiated a^ agreed toi .d,a^l:^^«; 
. contractor.a.mc^. ,^ eoat, ^^cost,.^,,^^ : ' 

, «-^ P^.l««tl« contract.,; ..^^1^^ 
retroactive reiietermiMaM.on^ ii^ ■ 

th» case Of negotiated flxed^rlcetype^c^ ^ C 

cost detenrinations covered thereby throughout th^ - U; " • 7 

coirtract^^ 
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are atta 

^spir^ remadi Tlie 0e are 

"^ section. tb: c^^^ aif^ri Hrirtat^TTTttr nr\A ik^i 



-^ ^ptiong- aiiA: prof it sharia p r bonuaeer^ 



article; oxt stock 



3tttache<^the s i?^ elemental; of. cb st: are . V'-;^-- 
^^ag^jlre^ ktictj ^tock " 



^js:;ailowa^^ 



proiafesj&aiing?^ ^ -v. v^^;-^^: 





TO 



FROM 



ce Memorandum • united states government 

Mr. 0.^ C» Bunaram 15 1 0^7 

Director for Ptocuraasnfc Bolipjr i^atb: — >^ 

T. A. Pllaoa 

i'lroeunauxt Follcltts & Sagolatlois Sir* 

SOTjECT: Con?relien8l7« Set - Hatlonals Ibp Allowibility of Stock Ootiona aa 
Cos^pansatioa. r «^ 

In th» "eciqpmfasiisivv* set, tha cooisenMtlon principle haa been entirely 

!!SIfri- ? fJ^^^f!?*^.'* accepted tvo basie concepts, atroaglj urged IS 
indnatry ia ttae induatrx prt^osals* * ' 

(1) That If the expense U pajneot ta the aasxLoyee fop serrleem 
rendered, B IS A COST to the contractor, and 

(il) Xf It is a cost to the contractor, the DOD has tha funda»nfcal 

' lA wonm la il{^ of tlie trerticea^ reiKiere^ 

-41k !J! •^^^ xwlta^ia^the coneluaioa that th^ DOD ahould not eoseem ita^ 
irttlt tha eo^ensatioa technlqae enployBd, bat ahoold dadicsta its attaatinotT 
J*^<I«»«fel-«a»_i**.» whether the total cosi^nsatloa to the indifidual* 
*tS^ ^ -^o^' ^ reasonahir^' 

4, # ?* *i» treataanfc provided la the •con9)rehenslw* set results 

to Iktoaess to tha goternawit and to tha contrac^^ 

^JS!."?"^^,??*^' *^ *rgpawt thatwasonaloSSs of 

«oqpsas« la difficnlt to assure under cerUia tha techaioues* ani ta » 

5!^-^ !2!T* techniques voold result iT^erter expendltWf " 

daf ansa products. Ia eonnectloa therewith, attention is wUed totha^wS 
principles adopted at tha outsat of the •cJ»ppehsns±w» effort, ^«Sa S is statedt 

■Our objective ought to be fairness and equity ia 
tte davelopoanb of *oaa sat' of cost principles- 

Ws shoold not <teqy nor restrict allonbllitj of a ' 
, coat othsrsl se fair beeaosa it would be costly ta 
tna goveruoent, or beeansa reasonableness of soooat 
^1 ' ; 1« difficult to assure,* 

^ s^pliaafLISJ 

«o«-4^I5L''^*'^^ "'^f?* whether the costs of stock options are to ba 
JS^iir^ ?■ the indmdual for serTlces reaierS.^^her are. 

tt^^ JSfl?* ^ °' aUowbUity of the stock opt^iechaiSir % 
^^^»«e Court <teclded a case recently lAich gives guidance oTthi p«SS aM 

'Wl^*^S^z^ ^ H C<»»l3sioner of Internal BereSe/StttSnS. 

^8«Purdi«sa stock at great bargain prices, by his eaployer, li r^^nSSi of 





is *eontrlbutloa aid sf f ort» In oaklsg ths operatloii of tha companj succaasful*^ 
Lo Bua «xarelaad his optioii to bis adTantagee- In th« suit for taxM on tha galn^ 
La Bus conUcdad thatt V ^ 

^ha said options vwa not inbandad tagr tha Corporation or 
tha patitionar to const ituta additional cos^naation but vara granted 
■ ta parsiit tha patitioner to acquira a proprietary infeareat in tha 
Corporation and to provida hia vith tha intarost in tbe suocaaaful . 
^aration of tha Corporation darivins froa an ovnarahip interest*^. 

Tha Tax Court atatad tha issua this wiyt^ 

^Lo Bus had a taxabla gain if tha options mra intandad as coxspanaation 
but not if tha options vera dasignad to prorlda hia with. * A propriatarjr - 
, ": intarast in tha businaaa**#- 

Tha Stqnraiaa court ruled that the option gain vaa oonpainaation# the syllabus 
;.of tha casa.atatingt ' " V -/V. •V^'-i-/:;-"^ '- ''^ --'fv 

V •'Whan aaaata ara traiaf erred bjr an as^ 
V: aecura batter aarvleasf they ara/conpansation^ ♦ > ♦ • • v , : 
: and it inakaa na^ (^ifferec^if tha ooa^naatian IS paid Is etoelt: 
rather than, in- Bpnayt^' - /■■n..;>'j.^ '^^ 



^^VbnMir msfloy^^^ rery substantiiCL;eoon^ finanoial:; 

benefit t oonaisting of stoek optiona^^frbn his oploTer bacauea 
of eiqployar^s deeira to get better vork frcn eeq^yae^ thia 
MS ^eonpansation for personal serrioaV • # ♦? 



Sl^- as; W Suri obeinred; the atock option teahnioue a aathorf or 

at «» teetmlija. Burt b« »mo^ '°"V *• • proper uwi 4 - ^ ; 

^^«a!2)^7iS^ r«.o« <^ tl«f definition of aUocbS coat 



stock bonuaosy a* far as W6 haye been able to determlnay tbt technique la 
preaenbly allowhl«» has been ailouabla In all recant drafts of Section 
at least not disapproved by ths Hatarlal Sacratarlea Council In Its 
oanj cooaldoratlons of tha Con^nsatlon prlnelpLa* ; . 



f: 



DEPARTMENT OF DEFENSE 
OFFICE OP GENERAL COUNSEL 
WASHINGTON ZS, D. C. 



August 6, 1957 



WMSUHDaM FOR Ml, G. C, BANHERM&If • 

Director for Rrocurement Policj 

Offlc« of tbe Issistant Seeretar7 of Defense 

(Svqppl/ and Logistics) 

SUBJECT: tjreatoest of Stock Option Arrangeaents as Costs Contractor* 



Seforence la mads to your zoeaaraadtai dated July 25, 1957, la vhleh. 
yott ask the question i^sther it is legally proper for the GbTernMBt to 
pay as part of the cost of a eontraet the aaoaat that represents ths 
differenes in the fair aarket ralue of stock in the coapanx «ad the pries 
at tihich the stock is offered an ea^loyee tmder an eanloyee stock option 
plan*. " ~ -v.. . r'^-: ■ .-T; 

- , While it is technically legal for the CkjTwraBent to coD?)enaats a 
coatractOT^ for aay legal expense, the question arises ^Aether or not ths? 
Coreraaent should eoaipensate a contractor for an expensa not pemitted as 
limsinesa expenss under Section 162: of the Internal Revenue Cods of 1954^ 

Section 421 of the Internal; Reyenu* Code jaroyidea that if an V'' ' ■ * I 
eaplfljes purchases stock under a restricted stock option, no incoae shall 
result to ths indi-ridual at the tlas of transfer of such share i^n his 
ezsreise of ths option and that no deduction Is allovable to any tiae to 
ths e^loyer under Section 162 (relating ta trade and business expenses), 

A restricted stock option 1» defined as an option granted to an 
indlTldnal for aay reason connected vlth his eBq>loynent by a c<»'poration, 
if granted by ths eaployer corporation: or its parent or subsidiary 
corporatioa^ to purchase stock of aog^ anch corporations, but only: if ; 

C- «• tb«^ i^^ of the fair 

: V ■»kst Trains at such tiae of the stock subject to ths > ^ 

-V- OpWaOjll ■•' . ■ 1.':-' ■• 

option by its teras ii/iSt^t^iferable by suck . 
indlTldual except by will or lavs of descent and 

distribution, and is exwcis^aJ>leL,ducinff, his 
. only^by hia, . ■. .{$^1 ;C) - . '-T c>- ^ ^ 



o,.r thj Individual do«« no* ova w than ID per cent of th« 
tottt^coablnod voting poww of «1X olaasoo of atock (wltli 
Mrtala a3ce€pilons)y' and. ■ , . 

tli» option la not oxarolaabia after tha axplratloa of 
* th« data tha option la grastad* 

»a if Sf^iJ!? Ji;*/ J»JI»»ff -^f* ^ ««pioy^ ftook option* 
ara now of tha raatrloted typa la ordar to pandt tha amployaa to avoid 

Siif T*!^'*^ ^* VDUld appear anoMOoua f or tha Depertnwotof 

Dafanaa to ba JBora geneiroua than tha Internal Ravanua Servlca.^ 

™ Although^youp meaorahdtn did not ralaa tha qwatlon, thla offlea 
ezpreaaaa aa Interaat la Itea (oo), Taatea. oa pa«a 26/ ThlTL^ ir 
c«^^«dar^naldaratloalJrtiir5^c:«^^ ' 

^ further Into thla propoaad aeetL. - 
and daalpa to ooanant on tha anbjeot at a UtardataT^ Propoaad aeotloa - 






ASSISTANT SECRETARY OF DEFENSE 

WASHINGTON 29. D. C. 
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MEMORANDUM FOR THE SECRETARY OF DEFENSE 
SUBJECT: Contract Cost Principles 



4. 



SEP 2 7 ?957 




There is attached a comprehensive set of contract cost principles, 
designed for use in all types of pricing situations where costs are a factor 
in our contracts with commercial organixations. These principles will be 
used for accumialating^ reporting and evaluating costs and cost estimates in 
connection with fixed price negotiations, price redetermination negotiations, 
cost allowances in cost reimbursement contracts and in the settlement of 
terminated contracts. Thus they will be used in connection with contracts 
having a high element of risk as well as in contracts with relatively little 
risk. Subject to the resolution of one remaining issue, which is described 

I below, it is proposed that this set of cost principles be furnished immediate- 
ly to the industrial associations for comment and, after full consideration of 
such conunents and appropriate nu>difications of the principles, that they be 
incorporated in the Armed Services Procurement Regulation. 

c This set of cost principles is the result of an immense amount of 

* work by many people. A Large number of controversial issues have been re- 
^ solved and the resultant principles, subject to one unresolved issue, have 
the full support of all interested elements within the Department. 



The remaining issue is concerned with the treatment of cash bonuses 
and incentive compensation which are dependent upon or measured by profits. 
The Secretary of the Air Force is of tke opinion that this portion of compensa- 
tion should never be allowed or treated as a cost. The other Departments, 
Mr* McNeil and I are of the opinion that, where a contractor's income is pre* 
dominantly derived from non«»governmental work or from governmental work 
obtained as a result of price competition or from a combination of the two, 
thfl payment of bonuses or incentive compensation dependent upon or mealniired 
by profits shoxxld be allowed or treated as a cost provided^the total compenaation 
is reasonable. There are attached statements in support of each of these 
positions. 



Lurlosures 



Perkins mcGuirjc 

Aflsiataitt Secretary oi Defease 
(Sapply and Logistica) 
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MvUvlot. or ''4ii99«la< of . '^^'^ 



- 1 



1 



Bldaiiig Cipf >^ Vhilc BOt spMlfieaUT aMgR«|jM£BA la ttm prior 
n^flfttioft, Ite atv pzondsleii is eooslttcat vi^ jMurt pxutiet of asking 
■ eoft* •ilo«iAl««-. 

CiTil »>feai< Co«t» — eosts of msdh mmMwem •» «r« mSirtokn on 
ttw qontmetor't ^^mbIms 9x9 aliownlblt* CoatrHnztiaai ttsr off'^prodsM 
jpoi^crta AT* UBOlowtAl* foor ptsyoMS camliMUaBj vith tti« ooiBtellKiMos* 

' , <faiwtnit« t <'^ far ?wni«al Swrvle— ghi^ aw «tat tM i» rt ^ la not .. ; 
iaoooaitttBt irlth tha ol4U aovavir tba ■■agr foaia la lAilsh coq^cnsatloa 
«aa yalA ara iqpaeiflcaliy eofT«r9d« Chla aboxil4 tlialaata l&mwift«Beiea 
Ijr finahwiii of tida eoat ahieh haTt oeetcrzaA la tte laat* Ocnazally tba 
ttia alat«Mnt aa)M alimU^^ a n^ ^ anj a ttna la ai^ teem, ta laai aa It 

3r<ttfwal>1a far .tfaa tcrviaaa m^^rMU. '-^jlptaM.^^ of ttaa . . 

Mtatailitr^' ibr 'irn^^ of rtaspeahlMiMa 'bf''^ 
, ara vsoHM, far iaoli a«aIuKitott«';'f 

^;:^;^^;''»tebidii ap^^aaa ara aoi aUovai aif 4^f»aii of . «ayeri ia tt <i n *: V 

/ 'V C&atingoabiaa ^ to tfaa aaa prtiiiritfLaa r«Uto to faroea«tla< aa ; 
.' faSX'aa Ida^rlMX'' O0Ctlag»;ttartala olaaaoa. of <i nirtin g «nft1ta ara ' ^ 

iiliTfiiaTfloi V v'-^-^v r'.;:'".^'''- .y-'- ' 

: i^eartrtbtttioa imA Ppnatloaa ^^'.-eemiUam'M >a. naalloaibla* 
BwwraiBialliaa -^ Ip «vbstoBtlaI 9itaa^Bm1sm bacBtkaada ftm poat.v.;.' 
[^'jfieiuAiMm^ aatoa^;^ ij^tOmd. atxaMlag.tba' ' 

'i^f if^tmiMtm fkfltoy oa dtpzaelatin xatbar tbos eoaaisin \^ -:^:. 
aaolwiTaly vitH yiqriioal Ufa* Za adftftlM; UBlor eertala coaditiema a 
aia «ter9» ait^ W allovoA la eoimootloa vlth aoMt^ tvULj AqpritlJktod 
oa tha iMoka of tba oontraetor* 



iiaifaCTlai 9o9%m teiijpftifela 1mum» of fthnTglng for mttrial* ut«4 8X« 
Mft foifthi -J- 

KLjBrt iteeopTtyrtibtt'eotlai QMUpcally tfa« nd« foUom pwrt px«eti.e« 
of tiXwIsg OBiar tbot* eostt r«lAt«d to -ttM morU. of OorixngHot pzop«rt7'# 

mqt''^ aXXsvoA if i»tlaoris«d laet&rx«ii8» of .tl»'.CQSts»f 

:-V- lMttil Coit« « ^ faotor* m pisvited far twlntiiig tfet rwitomhlaiwtf 
of nnt* ^ tte WM of folit aosA I<Mo1a«olt nraagauntCy •Homsao 
iMmSm 4»ay to tiM «xt«a:^ tbiit it 4»«» joot okmA th« «Bmat ntdoh tlui 
iMtttrtator iKra^ bitt rooortxoi; m » ee«t M. Hi rttaiaod lisiX titi*. 

' '.CBft.-4^n'ritopB4nl( Mtiyitioo iwrrlodott.-l]Qd^|fittdflstl3r.'^''tte..oo^ 

pdlUy trtid^ rotoftrdi 9«9par>til7 fko^ MStSUsi^mA* SSx 9!iio^^ 
■^9t'm eciBEiiMtttear'ir ^^uimct teamii^ml Miotrdi . if ' «lloi«Us otfilaH^ ''iSX.; ' ' ; 
boatxMiy*'''^^ .to tbt 'oxtfat tW''«M; r«2dKt«d\ 

;'.^' t]M^ yzotet UM^'vof ./ifti 'ttio OMO: of ttalu«lv«lx^ roMu^' '«b^ 

^jfWiiifliwMit . oontnitft»rt» . W; tbt:' fuaLd- of ^•ifbit of 'r«s«urtii' oaA 'Aivvlflp*.'; : 
^'i^*-.od«te«iiBt»«/^v^;^;^^ ..(■' .^^ ^k:-^^ 

iwaftli^^ of BvleSi.po&im ix^ iA pit0t '9taeijaiii^ ta% iwt .' 
jiaS/ott^^ U;oeBsiAim4'to bo. tfa^tfttOo' Ia' ttawt tte.. 

fliafU'iWMit idULl poy ito •buro of ourrict ooir^ roglrfllfo of aagr ^Uroet 
boMfit 4>riTtft> tat la owbango thorofer»' iil3LL aot b«»r o^ otero of 
^ oott of tbt ooatroetor** pwt roMoxfiii tbou^ iti ooatsuto 



. fiaalljrt ffgnrto ar» yrorldtd to Msurs rM»nnBhltimi of eosts 
IftMAi^ J993roi«i: of 

pad (Wit aluirlng arnai««iMats vote iy a m>pa f i jtt» cdbretagtame— . 

ioUitm Corto — eottc «ro ollowALo te6 qpoeiaL earo i* 

ftivwtod to •■•uxo oeBoiAnmtifia of tteir piopoz oUoeifallitgri } ; 

m i iwuiM 0 boBoflt K dtrivod to tho flotonaMnt tboyftau 
: ISZSSSSSJES ^ ^Ehii nprotiBto Mot3kn^ of tbo diffloBltv 

l litnt o of eost oa lAieb guKUueo 1m not y ro viomri y yxwlM* 

Coots o^iag fna^ 0 ^P*^ ^ oonnostioa idth wxaal <ip;^LQg«ii . 

^^ t^m gr ^! g m'-'ollflwaOA'^^ Abnoxn3l or aoM ivvittaaei pogr lo of 'oviQli'~ii^^': \vf - 

:.tbt; doyoxsacrt'.inm ro^poootbiiitgr for itaf. 'flidr.^«lt>x« of;''fasit{ 

foadBrttoi deott 1&>11« th«' ae8rosBta,of yrtoeiploo iBeM 
liWto ^ innr^^ of oD«t»> or imo4 ^ ^^ooiol trurtMBt o^ J 



' tgoiaiM «oi ItertioaA Cpoto eooto'of zonfeiM tzvlalag aa&;^ ^ 
odBootSoR nUtoA tOf Jo^ yofoirpMnto » oUovirialo. Am o boom o^ «ioia^ 
n otnrH i hlo a— » of a OMtxooter'i tri^aiBtf^^j^ of tocts^rddAazy 

fseosnpo oro timx^iLiiXiih tbo oootzvotor tlura^ 4lM£lowftnoo of twdi lt«BO 
m inlMxim ia^} msbKU^ potd to' 'tKax:.}iadi yoot-smduato «^|iLfiqrW% ; 

21^^'.^":' . . ■• • ''^ • - ^V:^V- y 
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NUMBER 4105.49 

OATE April 6, 1958 



Department of Defense Instruction 

Contractors' Costs for the Recruitment of Engineering 
and Scientific Personnel 

PURFOSB 

The piirposo of this Instruction is to presoribe the basic 
policy to be followed an^ the basic criteria to be used in deter- 
mining reasonableness of costs incurred by contractors in connec- 
tion "VTith the recruitment of engineering sind scientific personnel • 

APPLICABILITY 



The provisions of this Instruction apply in all cases where the 
determination of reasonableness of subject costs is a necessary 
adjunct to proper contract pricing* 

GEHERAL 

There exists a strong nationwide demand for engineering and 
scientific personnel created by the rapid pace of technological 
deTelopment* This, together with the fact that the supply of such 
personnel is limited, has brought about an intense competition to 
recruit and hold qualified personnel and has led to costly recruit- 
ment programs and practices ♦ This in turn has pointed up the need 
for assiiring that contractors' recruitment costs are maintained at 
a reasonable level. Statistical data compiled with respect to selected 
contractors reveal extremely wide differences in such important 
conditions affecting recruitment as the natxire of operations, the 
size of engineering and scientific staffs maintained, the amount 
and nature of recruitment costs incurred, the number of new employees 
hired, and the rate of employee turnover. In view of these differences, 
it is clear that the establishment of fixed quantitative standards 
to measure reasonableness is not practicable and that reasonableness 
must be judged on a case-by-case bcusis* 

POLICY 

Reasonableness of recruitment costs will be determined on a 
case-by-case basis, taking into consideration all of the conditions 
bearing on the particular case, including the magnitude of the 
recrxiitment problem, the effectiveness of the control and administra- 
tion exercised with respect to the formulation, direction and cost 
of recruitment programs and practices, and the effectiveness of the 
recruitment programs and practices themselves. 



T, CRITERU 



In determining reasonableness of reortiitaent costs, due weight 
shall be given to the following criteria* 

(1) Evidence of effective budgetary control of reoruitment costs. 

(2) Evidence of effective administrative control and direction in 
the formulation and operation of recruitment programs, 

(3) Evidence of other effective controls and reviews to detect 
and prevent indiscriminate, imprudent, and costly recruitment 
practices* 

(4) Evidence that the size of the engineering and scientific staffs 
recruited and maintained is in keeping with workload requirements. 

(5) Evidence of effective analysis to determine the cause and effect 
of the rate of employee turnover. 

(6) Evidence that payments of allowances to new and prospective 
employees are reasonable and governed by established policy. 

(7) Evidence that salaries and fringe benefits, including educational 
benefits, offered to new employees are reasonable and governed 
by established policy. * 

(8) Evidence of violations of recruiting ethics in the form of 
proselyting. 

VI. •mPT.Tafp;yrTATIQH 

Each military department shall take appropriate action to assure that 
its existing instructions are consistent with this instruotion. 7our 
copies of existing or additional Instructions necessary to iimlement 
this Instruction win be sxibmltted to the Assistant Secretaiy^of De- 
fense (Supply and Logistics) within 30 days tram the date hereof. 

VII. EFFECTiyg DAIS 

This Instruotion is effective upon publication. 



t 4 4. J. IfaC^UIBE^" ^ W. J. IfoNEIL 

Assistant Secretary of Defense Assistant Secretary of Defense 

Supply and Logistics . Comptroller 
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OFFICE OF THE ASSISTANT SECRETARY OF DEFENSE 

WASHINGTON ZS.D.C. fl'^ 

JOWWroW ra THS ASS33TA» SSGRBTiBr OF ISISBSS (SUPHX - ^ 
SDBOECr t Contract Coat Pplnelplaa 



SUPPLV AND LOQISTICS- 



KBSi LOGISTICS) 



•»*^»^«t; ^ '««*«lii««o« to tta r*.«». 

^ "^•^^ «-I««tl<» d» W 
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McELBOY MEETIHG ON COST PRINCIELES — 8/6/58 

1. AEproYed cohereiJt of inclucffiag iffcent^Vii) Qiongienjiatim. o the profit 
sharing type as part of total conrpensatlon^ subject to reasonableness. 

2. Include a cavtet that we do , not allow any part of compensation not 

■ k ■ ■ • 

edlowed for tax purposes* 

3« Delete parentheses (whether or not dependent upon or measured by 

profits) froni- suggested treatment in 8/1^ memo* 

Consider if we can beef -up definition of "reasonableness" as 

applied to cdopensation. 

5* Provide procedure for joint consideration of deteminatlon of 

reasonableness by three depaortments vhen cosipensation is large and business 

is predominately with the Government* This may best be handled separately 

throxigh an administrative instruction. 

6* Provide for some type of control of total compensation during 

transition period so as to preclude increases in totri compensation^ 

above that heretofore allowed, merely as a result of our policy change. 

Develop^ as best we can, additional guidelines or standards 

to measure reasonableness of total coorpensatlon. 

8. Submit entire package to Hebert Committee after issuance. 




vojBOcm ABBocv aasm 
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OFFICE OF THE ASSISTANT SECRETARY OF DEFENSE 
WASHINGTON 2S, D. C 



MEWJaASDnM JOR TBB iSSmm SEXSBBSSl OP iEESKSB (SDKLI m LOGlSins) 
SUBJECT t Contraoi Cost I¥lBolpl«a 

V« «r« la th« proMss of ehaagisg th* 10 S«pt«iber 1957 Ar^i^ ^.v 
^ract Cost Erlaciplee to glT» affoo* to ttao rocoat dtolsloM^. 
Mr. lfair<7 *8 wriJ. as captala othar chaagaa vbich. vara iadlcatad hi 
tndttatiy conMBta. I astiaata that va will hava a naw draft aTallSi- 
forwardiag to industry la about two waaks. Va ara plaaalas to aatto ««! 
industry maatiag for aarly Ootobar. I will proTida you with a soaoSi. 
proposal for tha ooadueft of tids aaatlag la tha aaar futura. 

It la ipvuBdarstudlag that tha following daoisioas vara aada hr tha 
Saoratajy of Dafaasa with raspaet to tha eoapaasatloa prlaoipla at tha > 
o Augaat 1958 aaatlag s .. • 

^ 1* InoaatlTO ooatpaasatloa of tha profit shar^ typa would 

ba aa allowahla cost to ba coaaidarad aa a portioa of total acapaaaatloa. 
Total eoapansatioa would, of eoursa, ba snbjaot to tha ovarall tast or 
raasoaablaaass. — . woi. 

+1. ?• « provisioa la tha ea^)aa8atioa prlaoipla to tha 

affaot that wa would not allow aay part of coapaasatioa not daduotihla for 
, xax purposaa*.-' 

w. h I^^t *^ "(tdiathar or not dapaadant t^oa or aaasurad 

by prof ita) • frc« tha paragraph, antitlad "Caah Boaasas and lacaatiTa 
Co^satioa" la your sMoraadia of 4 ingust 1958 to tha Saaratazx of Dafaasa. 



. 4. Bndaayor, as bast wa oaa, to azpaad our traatmst of "raasoa- 
ablaaass" aa ^iad to oo^>aB8atioa« Additioaal guidallaaa or staadarda to 
aaaswa th» raasoaablaaass of total ooiqmaatioa should ba da^opad to tha 
axtaBt'praetieahla; -;-.v ' 

4.1.— f % f**f Jolat^aotioa by tha Bapartaaats la thosa sltuatioas 

yb»T9 thara ir a. ntual latarast and whara tha dataxmlaatioa aa to tha raasoa- 
aUaaas* of eoapaasatioa la difflcidt. " 

4?; aaam typa of coatrol ow total ooapansatioB during 

^""^ ^ ^ praduda tha allovaaoa of Inoraasad ooapaasa- 

la allowiag profit sharing plans aa part of total eoaqmsatloa. 
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THE HtMBERS GAME 

In presenting Its statistical argument about the number of costs 
disallowed^ Industry is playing the numbers game. They can (as did BSI/l 
vho cited 52 itms) list a nuinber of "areas in which there is failture to 
recognize true costs in whole or In part^" and make it appear that we are 
being more restrictive rather than more liberal. !Ehere are several reasons: 

(1) Ve explain the treatment of costs in nsore detail in the present 
proposal* Thus whereas ^general research unless specifically pxovided for in 
the contract" was classed as ^ unallowable in Sec. TT, VSIk listed several 
elements of B&D costs as accounting for four items of unallowables. Yet we 
have liberalized this element substantially. Likewise KSI/l lists five such 
items under cosrpensatlon^ three mder depreciation^ four under instsrance^ 
three under material^ three under rental, three under royalties, and four 
under training. Jxl none of these items is allowability more restricted^ 

and in several it is liberalized. 

(2) We provide policy guidance on many items now included in 
ASFR TT, Part 3$ where they are classed as for "Special Consideration." 

(3) Many of the items have had to be covered more specifically 
and their allowability restricted because of abuse by some contractors In the 
absence of prescribed hmdllng (e.g., sale and leaseback, recruiting, and 
training). 

No dovLbt the source of much of the attack on this score is the fact 
that they have been relmbuned in the past for many of the "unallowable" costs 
through the mechanism of pricing xmder several of the types of so-called 
fixed parice contracts. 



OFFICE OF THE ASSISTANT SECRETARY OF DEFENSE 
WASHINGTON 29. D. C. 



SUPPLY ANOUOO.Sr.CS OCT 1 4 1958 

CR 

MEttOaANDlM FOR THE ASSISTANT SEmTi^r OF 

SUBJECT: Con^son of Proposed Coat Principles vith Ci^rrent Practices 
wiffore aad Pilson have widertaken another reviw of the 

iSd^Mil teat/bf "re»a>m«.«ie8»« »iid "illoomMJlty." 
Needless to say this is spurious. 

negotiated Tuader current pracUces, 

r The sale and I^sebaok aspects of Bental Sosts^a^^ 
^* Sder^Se current draft, i*ile greater allowability may be 

negotiated under current practices. 
At the sa«» tlw, the following costs are MDRB GEaiEB^ 

1. Bidding costs 

2. CoQ^iensation 

3. Food ser?icea and doraitory 
4« Insurance 



follovss 
1. 

2. 



5# Interest (allowable In profit or fee) 

6« Materials cost 

7# Overtime 

8* Research and deTelopnent 

9# Selling costs (Goyenment sales aspects) 

10. Service and warrantj 

U. Severance pay 

12« Trai ning and education 

The ranainder of the costs represent no change fron current practices* 




OpR^ SG> USN N 
l^^f Director^ ASFB Dlvlslos < 
Office of Frocureaent l^ollcT' 
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ASSISTANT SECRETARY OF lEFENSE 
Washington 25, L.C. 



Supply az3d Logistics 
CR 

21 July 1959 

MEMQRAIirUM FOR THE SECRETARY OF lEFBSSE 
SUBTEdO: Contract Cost Principles 



Approximately one year ago^ Assistant Secretary McNeil^ the 
Materiel Assistant Secretaries of the Military Depaztaents^ and I 
discussed vlth you certain IsiBues Department of Defense and 

with Industry concerning the Joroposed coniprehenslve cost principles 
applicable to all types of negotiated contracts in vhlch costs are a 
factor in pricing. 

Due to the Inherently controversial nature of these cost princl* 
ples^ achieving even reasonably close agreement betveen all lorties 
concerned has been a slow process. We have given Industry more than 
the ciistomary opportunities to present their views. These have Included 
written comment on the 10 September 1957 draft^ an open discussion meet- 
irig on 15 October 1958 followed a second written comment^ and finally 
a detailed discussion wlthfoio: Industry representatives on l-3April 
1959- 

Our current proposal Is the result of thorough consideration of 
industry and military departmezrt views. Outlined below are its most 
significant provisions ^ prlmariiy firom the standpoint that they repre- 
sent a change ircm present policy or practice^ or iare opposed by industry. 

1. Applicability ~ The principles will be Incorporated by refer- 
ence in cost-reimbursement type contracts axid will foxm the bctsis for de- 
termination of costs thereuxider • They will also serve as gui^^^nr^^ in the 
evaluation of costs In pricing negotiated fixed-price type contracts where 
such evaluation is required in the establls£mxent of prices # 

2. Advance Agreements — In order to avoid disagreements with 
respect to costs during or after performance of a contract^ the principles 
encotarage the negotiation of advance agreements as to the >^ArtHHTig and 
the degree of allowability of certain items of cost, particularly in 
connection with firms or separate divisions thereof whose work is primarily 
with the Goverzmient. Industry has some reservatlbhs concerning this pro- 
vision, but we believe it is entirely reasonable and will work to the bene- 
fit of all concerned. 



3* Compensation ~ As decided In our atove-mentioned discussion, 
compensation of contractor officers and employees is allowable if 
reasonable. Thus, compensation dependent upon or measured profits 
is not, per se, unallowable. 

k. Research and Development Costs — In line with national policy 
of encouraging research and development, we propose to provide for 
acceptance as allowable costs, our share of a contractor's independent 
research. We vill treat his independent development costs similarly to 
the extent that they relate to product lines for 'vriiich the Government 
has coixtracts. Restrictions are provided, however, to limit these costs 
to reasonable amoxmts and to prevent : xinwarranted duplication of efforts 
in tte same area by different contractors. In return for our support 
of current research programs, we vill not accept similar costs incurred 
by the contractor in the past, even though we may receive seme of the 
benefits thereof. 

5. Minor Costs Disallowed — iadustry has long objected to our 
disallowance of certain items which it considers to be normal and proper 
costs of doing business. We maintain the position that, for reasons of 
public policy, equity, or absence of benefit to the Government, we should 
disallow certain costs. Among these are contributions and donations, in- 
terest, bad debts, and product and institutional advertising. 

We believe that to try further to resolve the remaining differences 
with industry would serve only to delay this much needed guidance and de« 
prive us of tlie benefits which are expected to flow from it. We antici- 
pate that the issuance of these cost principles will result in greater 
uniformity of treatment of contractors, more effective and econnrnicsUL audit 
of contractors* costs, and a more orderly procurement process. 

One possible hurdle, yet to be overcome, is discussion of the princi- 
ples with the Comptroller General. While it is within the authority of 
Department of Defense to issue such regulations without reference to the 
General Accovmting Office, we recog^ze its interest. Based upon comments 
of the Comptroller General on earlier drafts and informal staff discussion, 
we know that he favors a much more rigid application of the principles to 
ft l l. contract pricing — an approach %^ch indixstry and many of us fear will 
remove bargaining from the negotiation process and result in formula pricing. 
The possibility exists that he may be critical of ovr effort. However, 
Mr. McNeil and I plan to discuss the matter with him on 23 Jtily to point 
out the reasons why we believe we are proposing the best possible solution 
at this time. 

Ify position, conctarred in by Mr. McNeil and the military Departments, 



2 



Is that the principles should be published In the Armed Services 
Procurement Regulation Immediately, to become effective on 1 Janiaary 
i960. Barring objection from you, or Insurmountable opposition from 
the Comptroller General, I propose to do so« 



(Signed) 

PERKINS McGUIRE 
ASSISTANT SECJRETARr OF DEFENSE 
(Supply and Logistics) 



Prepared by: KK KUgore 7/8/59 

3C885 yr632i 
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Cdr Malloy 
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OFFICE OF THE ASSISTANT SECRETARY OF DEFENSE 
WASHINGTON 25, D. C. 



CR 

SUPPLY AND IjOGISTICS 

5 October 1959 



MEMDRANDUM FOR THE RECQEO) 

SUBJECT: Meeting with Dr« Raymond J. Saxxlnler on 23 September 1959 
With Respect to Contract Cost Firlnciples* 



A meeting was held in Dr» Saulnier^s office on 28 September 1959 
in connection with the proposed Department of Defense Contract Cost 
Principle s» Those present weret 

Mr. James P* Falvej - Deputy Assistant Secretary of Defense 

(Supply and Logistics) 

Mr. G* C. Bannerman - Director for Procurement Poliqr 

Office of the Secretary of Defense 
(Supply and Logistics) 

Cdr. J. M. Malloy - Staff Director, ASHl Division, Office 

of Procurement Pdlicy 

Dr. Raymond Saulnier - Chairman, Committee on Government Activities 

Affecting Costs and Prices 

Mr. John Hamlin - Staff Assistant, Committee on Government 

Activities Affecting Costs and Prices 

This meeting was held in response to a request from Dr. Saulnier 
which was trananitted to Assistant Secretary Fdrkins McGuire by memorandum 
dated 24 February 1959. Dr. Saulnier had e3i)res8ed a desire to be advised 
concerning the Department of Defense efforts in revising the contract cost 
principles applicable to cost«»reimbursement type contracts* 

The Department of Defense representatives presented the background 
of the development of the current set of cost principles and elaborated 
on the current need within the Department of Defense for the issuance of 
the principles in the very near future. The Defense representatives 
advised Dr. Saulnier of their opinion that the revised cost principles 
would not have an inflationary Impact on the national economy. In fact, 
it was stated that the principles, particularly when used in the area 
of fixed-price contracts, might well have a deflationary tendenqy. 



Dr* Saulnler expressed appreciation for the backgroimd briefing 
and indicated that no further action need be taken by the Department 
of Defense in connection with his memorandm of 2^ February 1959. 

The Defense representatives delivered to Dr* Saulnier a letter 
dated 25 September 1959 which was rdsponslvd to Dr* Saulnldr's m^orsndtDii 
of 24 February 1959. A copy of this letter is attached. ' 



J. M. mULOI 
Cdr., SC, U5N 

Staff Director, ASPR Division 
Office of Rpocurement Policy 



1 Ind, 
Ltr. to Dr.Satiliiiar 
dtd Sept 25, 1959 



copy 



PelJiruary 2k, I959 



MEMORAMIWM FOR: Mr. iterklns McGuire 

Assistant Secretary of Defense 



It has come to my attention that certain revisions in 
^ cost principles of ASm are under consideration in the 
Department . of Itefense, that such revisions are about to he 
made, and that they are llkeily to have a significant effect 
on costs under cost-relatoursement type contracts. 

I would appreciate an opportunity to have this matter 
discussed before the Committee on Government Activities 
Affecting Costs and Prices, naturally, in advance of the 
issuance of such revisions. Would you be good enough to 
suggest an appropriate date for such a discussion? I 
wuld appreciate it if you vould notify John Hhi*nin . Bcecutiva 
Secretary of the Committee, of the datJ you vould find a^elble. 



(Signed) 
Raymond J. Saulnier 
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Ctopy tor Mr, Kligbre 
; Mr. Pllson 



Prepared tyr j^^Meaioy/Jn/26 Oct jgi^ : 
■ ' X-72026 > . 



■ ' •' Mr* BGusaezinaxi-. 



LC- 



Mr. Kil^ore 



These are the considerations which have prompted me to present 
this matter to you personally and to explain the xirgency which compels 
us to proceed with publication of our revised regulation at the 
earliest possible time* 

Sincearely yours, 
(Signed) 
P. FALVET 

Deputy Assistant Secretary of Defense 
(Supply and Logistics) 



Honorable Eaymond J# Saulnier, Chairman 
Council of Economic Advisers 



Prepared by: JMalloy/rbs25Sept59 
3Wlh X72026 
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Washizagton 25, D.C* 
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CR 

September 23, 1959 



Dear Dr. Saulnier: 

In Mr# McGxaire's absence, I am responding to your memorandum of 
2k February 1959, vhlcii you expressed a desire to be advised con- 
cerning the Department of Defense efforts in revising the contract 
cost principles applicable to cost-reloabiirsement type contracts. 
Your interest in this matter stems from the activity of the Committee 
on Government Activities Affecting Costs and Prices. Yo\ir memorandum 
indicates a belief that o\ar nev cost principles "are likely to have a 
significant effect on costs under cost-reimbursement type contracts." 

The Department of Defense has been vorklng on a revision of 
Section XV of the Armed Services Procurement Regulation vlth respect 
to contract cost principles for a cozisiderable period of time. This 
task has been difficult becatise of the videly divergent vlevs of all 
the interests so vitally concerned* We have received the vlevs of 
Industry on numerous occasions emd, for the most part, the Industry 
viev is that owe proposals (now incoarporated in the nev cost princi- 
ples) cure much too harsh. 

We are, I think, approaching the culml nation of our efforts in 
this field. I vould like to indicate to you our own appraisal of this 
project. In the first place, ve do not feel that oxir revised cost 
principles are significantly different from our present practices vlth 
respect to the allovabillty of costs under cost-reimbursement type con- 
tracts* Our revised principles provide more detailed guidelines for 
both procurement and audit personnel vlth tlie end in viev of achieving 
greater uniformity of cvirrent practices throughout the Department of 
Defense. We have, however, provided for the \ise of these cost princi- 
ples as a guide In the negotiation of the various types of fixed-type 
price contracts where costs are an Important factor in the establishment 
of prices* We anticipate that our action in this regard vlU result in 
a tlghtexdjig up of present practices in seme areas. 

Since, as indicated above, our proposed cost principles vlU not 
have a significant effect on costs under cost -reimbiarsement type con- 
tracts, I do not feel that a discussion before the Committee on 
Government Activities Affecting Costs cmd Prices vould be helpful. 
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OCT 2 1 1959 



SUPPUY AND LOGISTICS 



MESOAIIDUM FOR THE ASSISZ/USZT SECBEIIARr OF DSFENSE (SUPPLY & LOGISTICS) 



I am attaching a draft of tbe press release iriileh propose to 
Issue, on 2 ITovexnber 1959 cozmectlon vith the Issuance of the new 
Contract Cost Principles* This draft "was developed by Commander Malloy 
and Mr* KLlgore and has been reviewed bar staff members of the Office of 
Public Ixaf ormatlon* 

Our plans now contesqolate the Issuance of this press release on 
2 l%3f7ember 1959^ ^ch Is the date that ve expect the ASPR Revision 
to be available at the Government Printing Office* The .Office of 
Public Information has recommended that a press Interview be granted 
b7 a DOO spokesman when the press releatse Is Issued^ Subject to your 
c^proval^ I have directed that Commander Mslloy xmdertake this taslc# 

We have several letters prepared to interested Congressional 
CoBB&lttees azid to other Government Departments which will be released 
In about one week* These letters will provide the recipients with 
advance copies of the Regulation* In addition^ we are preparing letters 
to each of the Industrial Associations which have commented on the cost 
principles* These letters will be released concurrently with the publi- 
cation of our. press release* 

A copy of the attached press release Is being submitted to the 
ASD(Cp2q)) for his review and approval concurrently with the forwarding 
of .this memoranduni to you« 



SUBJECT: Request for Approval of the Press Release to be Issued on 
the Iliew Contract Cost Principles 




Ind 



Draft - Press Release 





CS07ZRZB3 BRZSf 



CtL 




of thft (Motraet e^st parlBnijlirt and « cqpgr (tf tb» pr«M ^vliMuw' ■ ^ 
t is. ecawctiOB vUti that puybllartlctt of tb* ocot iriasijiSM*^^ 

' BtacOTHWt . i(fttacfa«d latter' vbs sv«par«d' 'tk tb» reqiaMt ' of ' tb»:' . 
<^ AMlttan^ OBcare tarj r of TMSmam {Qatefi:^ aaift XAsUtle«)> It I* - ^ " 
^ ; tfwfgiwd t» lafenni Mr* HsGilUaiUr of Vi^ rfnitAxiiMaik of cmr^ 
«ffttrt» ill fioaaMtioa vltSi tlw indliqatiOB of tte 



aettvdMA Xvtttar. 



fiTiflflmtlom ^*'^1nifrtfied 



'RHUS X5fCI9ll3IX0SEI SBZBf 

Of IteftBMF '''' 



t Ri h licr rtlo a of a BerlsloR oof Ht partmaA of resolatlidm 
* e«e jrlTTlplM for wm la fl>ftoti» eou Uwato 



if 111 I 'll iiiiiMiiij yftgnTitifw cm 9 BrifwiViiAf 1959* xevlcite 
coveTO tiw nAilBe^ of coot allOHMKO* mlHp- OsflnM' cc mwcf ^ 
Sho asv a wgnl a tlo fl prcnridM • idaelo ""i i ii lM i m rtrt set of cflsi - 
irl acj]^ tr UI glv* bom dstalM nl imeiao pou^ 
gtM Mc* la tg—tlitg eort nTiiniiuti, Bmr i^pljr to all ^rpe*^ 

naUoriiriae^plM irtdck tarn btoi ftoMi zxunter s«n* 
nay 1ipp» t o— adeytsd utt» ostonoj^ rnnif<Tfniu T m vltmA tlit 
~taia^of DeftsM aai after rWMrtdwpii^ t>i view of 4 .v::'' '7 -' 



^^j^ coot-geaawri wiiiM at typo ecafcractg aro used^ 
tto^nwr ftotaBTO of th* giBgil«<rf<ii i» it« uar is provldl^ 



^rpo coBtxoet** nis xav reffdstte shctfis alt^tely lead to 



OBigtatOM^ O i iwml hop iMg advoeofeed tha adcgtloa of 
oQ^Jv^MMttv ooaft priaeSplea. - B» lioa zaooaftlar eoociffz«d ia 
^ dMMMlitgr of pq Mte a t toa of tiMr anv StaftMo icfftlatlon^ 



A ejBT of ^ jgeoa relaaaa >Bhid| irtlt ii i iMi w i iM puMlcotlfla of 
thU CTgBlatlm ia attached^. : 



1 



Prepared Ijy: JMMalloy/jin/23 Oct 59 
3D 77U X-72026 . 
Coordiaated with: Mr. Bannermaa 



1 



X CB tEfetacUBg « coggr of a x«vitlaK t« tii0 Aned 



eo«t jrlaeiples for your lagaanwtt.lnii* v X xvoOl. that 
yott atteadsd our iaditftry aBotlas ool thli mdbject oa 
1$ Oetotar 1^ aad tlist aqpresaed * 
iBtoKMt Is OUT cfiKnrfcs to promligftite tifala Ivturtul^. 
appgwTatlnnii X as also attadiiag « epior odT ow 



2^- 



j^epared t' JMMaUby/ Oct ' 
Coox^sated vitli: Mr; T^WtiayiMw 



59 




comam 



aroMami » asUQr tite asentny Mum of tb» iwhttPirttna or tlii 
Qost sHaslslM sad t« iGToridp IdA vitte a. eog^ 



3a«gBa»l«M tlM^nttatited asMamate davelo^ «i tlM re^Mwt 

og tti* <lwiltt«ttfe S»c!t«t8V3r cdt MIbbm (AqglgF «aA logistics). 
It i# dMt«BBd ta BOtiiy thsf SMaratavy of StfiHMS of tte setioi 
vHteb m tevs tate aad to pvOT^di bin vltli « oogr of 



;■»■•'■. ■^'■« '^^^ .■ j:: -.'.3'' --.-^j" ♦r.« ■ 





GR 



aptfblwn » adrijM th» Material aMrvtarlM 




:-3. 



2,' ' ■' • 





01 



I - ■ ■ 



Mr* GodM of tto iMoifltf •crtSOM iibidi «i 

■F^Vfr'V ^I^^W^^^F^BF^ ^^^^^ ^^V^^W ^V^V^V^V^^^p^M^^ ^^^^^^^^^^^^ W^^^^P^^^^^ ^^^^ ^ 

la ooiaMtico vitli tta» iwiawww of oar eosli 



BiUcea»l<a » 



-.^ •- ... •« ■ 




SUPPLY AND LOGISTICS 



ASSISTANT SECRETARY OF DEFENSE ^> J 
• WASHINGTON 29, p. d. 
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SUBJECTi Contract Cost Srlnclples 
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How do. these new cost principles change what the Department of Defense 
has been doing in the past? 

A* The Department of Defense has prescribed cost principles for 
cost reimbursement type contracts for many years. These 
principles have been prescribed for use only for cost 
reimbursement contracts. As to this type of contract, the 
new principles will not materially change our operations 
although they provide more definite rules and to some 
extent cover cost elements not previously defined. The new 
principles will eliminate separate cost principles which we 
now have for use in negotiating termination settlements. 
The most significant new feature of the regulation is its 
use with fixed price contracts. We have not had cost 
principles for this purpose in the past. The new regulation 
will be used as a guide in the negotiation of prices under 
fixed price negotiated contracts to the extent that the 
evalxiation of costs is necessary for the setting of fair and 
reasonable prices. 

What will be the affect of the new cost principles with respect to 
cost recovery be a contractor for (a) cost reimbursement contracts 
and (b) fixed* price contracts? 

A. As to cost reimbtirsement type contracts, contractors generally 
can expect about the same result under the revised cost rules 
as they are experiencing under present practices. A definitive 
answer cannot be given to the question of contractor recovery 
in the. fixed price area since the range of situations here is 
too complex for generalization. Since we have not provided 
specific guidance in the past, these new principles will, at 
least in some instances, result in reduced recovery by 
contractors for certain particular items of expense. For 
example, interest has previously been an allowable cost in 
termination situations. In the future, interest will not be 
allowed. 

How nnach money will these new cost ' principles cost the Department of 
Defense or how much will be saved? 

A. As indicated previously^ about the same result will be experienced 
in connection with cost reimbursement contracts. In the fixed 
price area, we expect that the new principles will ultimately 
result in more efficient procurement and, hence, savings will 
accrue in the long run. It is not possible to put a dollar sign 
en any such savings at this time. 



4. Q. Why has the Department ef Defense not promiagated cost principles for 

general use in the past? Why has it taken you so long to do this Job? 

A. The Department of Defense has had cest principles for cost 

type centracts and fer termination settlements. The extension 
of cost principles to the fixed price area is a very complicated 
and controversial subject. It has been necessary to take into 
consideration the strongly held views of the many parties at 
interest, including those of industry. The resolution of these 
areas of controversy has been difficult and, hence, progress has 
been somewhat slew. 

5. Q. What are the more important areas of cost disallowance: 

A, These would include most advertising costs, bad debts, entertain- 
ment, contributions and donations, and interest on borrowings. 



6. Q. How do the new cost principles treat research and development expenses? 

A, A centracter's independent research costs are allowable. 

Independent development costs are allowable to the extent that 
they are related to the product lines for which the Government 
has contracts. We have provided for certain administrative 
controls and limitations to insure that these costs are reasonable. 



7. Q. Are executive profit sharing plans allowable? 

A. We regard compensation measured by profit sharing plans as a portion 
of an individual's over-all compensation. Such compensation is 
allowable to the extent that an individual's total compensation is 
reasonable in amount. 



8. Q. What affect de these cost principles have en profit? 

A. The cost principles do not cover the subject of profit. Our 
profit policies are covered fully; in Section HI, Part 8 of 
the Armed Services Procm-ement Regulation. 

9. Q. Will this new regulation lead te "formula pricing?" 

A. Formula pricing means the resolution of each item of cost 
by unilateral accounting decisions. We do not anticipate 
that the new regulation will have this result. Oxor over-all 
pricing philosophy remains in effect. 
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10 • Q» What application will these cost principles have to contracts awarded 
by formal advertising? 

A# The evalixation of costs is not appropriate under contracts 
awarded by formal advertising. The cost principles will, 
however, continue to be used as a guide for terminated 
contracts, including texminated contracts originally 
awarded after formal advertising* 

lit Q# What do you mean by the statement that the cost principles will be 
used "as a guide" in negotiating fixed price contracts? 

A# We realize that hard and fast rules with respect to costs 
are not appropriate for many pricing situations encountered 
under fixed price contracts, particularly in those instances 
where prices are being established for a future period. 
Government personnel will be expected to be guided by these 
principles to the extent appropriate in conducting negotiations 
in the fixed price contract area to the extent that the pricing 
action requires the evaluation of costs. Any departure from 
the basic policies now established will reqixire adequate 
explanation and Justification. 

12. Q. Is this new regulation agreeable to industry? 

^ A. Industry has traditionally opposed any of our regulations 
which set forth specific costs as unallowable. Industry 
contends that the Government should allow all normal costs 
of doing business. For this reason, industry is opposed 
generally to most of the disallowances we have prescribed. 
Industry is also opposed to the utilization of cost principles 
in the fixed price area# 

13* Q* Have the Military Departments concurred in this new regulation? 

A^ Yes. 

Ik. Has the new regulation been approved by the Secretary of Defense? 

A* Yes* 

15* Has the Comptroller General approved this regulation? 



A. 



The Conptroller General has been in favor of a single 
comprehensive set of cost principles for seme time. He has 
concurred in the desirability of publishing the new regulation 
without ccmmitting himself as to agreement on all details. 




l6. Q. What Congressional reaction do you expect? 

A# We expect that our new regulation will he well received hy 
the Congress* 

17 • Q« How does the new regulation affect Small Business? 

A« We believe it will assist many Small Business concerns in that 
it is designed to foster an atmosphere of mutual understanding 
among contractors and contracting officers as well as provide 
guidance on the handling of many items not previously covered. 

18. Q. Why is thie new regulation not mandatorily effective until July 1, i960? 

A/ There are many details in this new regulation which will require 
study for both contractors and Government personnel. A longer 
period than usual was established in this instance to afford ample 
opportunity for familiarization with the new rules. 

19* Q* Are these cost principles going to be used on a Government -wide basis? 

A. We expect that cost principles substantially similar to our new 
regulation will be adopted on a Government-wide basis. 

20. Q. Will these cost principles mean more negotiated contracts? 
A. Mo, 

21. Q. Will the new cost principles reqjiire contractors to establish new 

accounting systems? 

A. No. The revised cost principles are not an accounting 
blueprint which will require any appreciable change in the 
accounting systems of most Government contractors. 



Office of the Assistant Secretary of 
Defense (Supply and Logistics) 
26 October 1959 
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DEPARTMENT OF THE NAVY 

BUREAU OF AERONAUTICS 

WASHINGTON 25, D. C« IN REPLY refer to 

Aer-CT-2 

3 Noveniber 1959 



Dear Pete: • 

I thought you might he interested in seeing your 
words in print. Enclosed are a couple of copies of 
a transcript of your speech taken by a BuAer coxirt 
reporter at the OfM-sponsored Prociarement Lecture 
Conference on 12 October 1959* 

Needless to say, because of the natinre of the subject, 
there has been a very limited and discriminating 
distribution consisting of several of our procurement 
people and the BuAer Counsel. 




E. R 
CDR, USII 
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seminating technical information within the contrac- 
tor's industry and provided specific products or 
services are not offered for s ale 



15-205. 



To obtain scarce materials, plant or equipment or dis- 
posing of scrap or. surplus materials . *^"20?. 

All other ; ■ 15-205 



15-205>l(aKiii) 



Bad De^tiflL 



15-205.2 



Bidding Costst 
Incurred in current accounting per iod 
• ■ past • periods— 

(Hotel Alternative methods permissible) 

Bonding Costst 
Bonding required by contrg^jL 



15-205.3 



15-205.3 



Required in general conduct of business 



15-2050 



l?-20g 



1?"20? 



tit 



Civil Defense Costst 

On contractor's p^^emises pursuant to suggestions or 
requirements of civil defense authorit ies 



15-205. 5(a) 



(Nbtet Costs of capiUl assets allowable onJjr as 

depreciation) 15-205. 5(b) 

Contributions to local civil defense funds and proje cts 15?-205.5(c) 



Compensate in for Personal Services t 
To extent the total compensation of individual employees 
is reasonable for services rendered and not in excess 



of amounts allowable under Internal Revenue C ode 



In lieu of salary for servi-ces rendered by partners and 
sole proprietors provided such compensation does not 

constitute a distribution of profits 

Salaries and wages for current servi ces 



15-205.6(a)(l) 



15-205. 



Premiuns for overtime, extra pay shifts and nultlshlft 



15-205 



(3) 



Cash bonuses and incentive compensat ion 



15-205.6(b) 



Bonuses and incentive compensation paid in st^gjs. 
Stock opti ons 



15-205.6i 



15-205.6^ 



Deferred compensation for services rendered during cur- 
rant period and for past service pension and retirement 



15-205*61 



Fringe bene fits 



^20g 



15-205 



iS: 



Contingencies t 

In historical costing, except certain minor it ems 
In. estimating future costst 



1^20?, 



Where related to known and erLstizig conditions which 
can be measured with reasonable accur acy 



15-205. 



Where related to known or unknown conditions which 
cannot be measured closely enough to provide equitable 
results 



Contributions and Donations 



15-205>8 



Item 



Paragsaph 
Muinber 



Allowable 
Subject to 
Usual Teeta 



Allowable 
if it Meets 
Special Teats 
or has 
Special 
Approval 
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Allowable 
orUy if 
Provided 
for in 
Contract 



OnaHow. 
able 



Depreciation! 
Koraal 



Emergency facili ties 



On idle or excess facilities not reasonably necessaiy 

for standby purpo ses 
FuHy depreciated assets s 



15-205>9(b) 
13-2Q3.9Cd) " 



iS205.9(e) 



Where substantial portion was recovered as a charge 

to Government contracts or subcontr acts 

Other 



15>205,9(f) 
15»205«9(f ) 



Employee Korale, Health, and Welfare Costa and Cred its 
Entertainmmt Costs 



15-205,10 



15-20 5. U 



Excess Facility Costss 
Where reasonably necessary for standby purpo ses 
Other 



15-205,12 



Fines and Penalties! 

Incurred in compliance with contract or written in- 
structions from contracting offi cer 
Other " — — — — ■ 



15-205.13 



Food Service and Dormitory Costs and Credits! 15-205,lJt*' 

Allocation of reasonable losses to all activities ser ved 

Profits to be credited, unless used for employee welf are 

Insurance and Indemnification! 

Required or approved pursuant to contract 15-20 5o 16(a)(1) 



iX> Credit 



Other insurance maintained for general conduct of 
business 



Actual losses which could have been covered by 
permissible insurances 

Result of nominal deductible insurance cove rage 
Minor losses such as spoilage, breakage, azid dis- 
appearance of small hand tools _^ 

Other such losgea 

Indemnification ! 



15-205.l6(a)(2) 



15-205.l6(a)(3) 



Result of nominal deductible cove rage 

Minor losses such as spoilage, breaicage and dis* 

appearance of small hand tools 

Other indftmnl f ication . 



15-205*l6(br 



Interest and Other Financial Costs! 

Interest on borrow ings 

Bond disco unts 



15-205.17 



Costs of financing and refinancing operations 

Legal and professional fees paid for preparation of 

prospectuses . 

Preparation and issuance of stock rights 



Interest assessed by iState or local taxing authorities 
because of non-payment of tax at the direction of con- 
tracting officer or because of failure of contracting 
officer to assure timely direction after prompt request 
therefor 



(See also 15-205.^1) 



Labor Relations Costs 



15-205.18 



Losses on Other. Contracts 



15^205*19 



Maintenance and Repair Costss 
Noro&L- 



15-205UO(a) 



Ejctraordinary costs, provided such are allocated to 
periods to which applic able 



Manufacturing and Production Engineering Costs 



15-205.21 
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Itea 



2toterial Costa 
Reasonable oveminst 



spoilage, or defective work. 



KoasonKDxa ovo«-*-u4iOf 

Cash discounts not taken because of reasonable 
oircuiastances 



Paragraph 
15-205.22(a) 



Jlllowable 
Subject to 
gsual Tests 



Allowable 
if it Meets 
Special Tests 
or has 
Special 
ApproTal 



Allowable 
only if 
Provided 
for in 
Contract 



Unallow. 
able 



Adjustments for differences between physical ana 
book inventories related to period of contract 

iStereSSrinterdlvision or intraorganiaatlon transiersi 
OitHnariiy allowable at lower of cost to transferor 
or aarkei 



1^20g.22(b) 



l?-20?,22(c) 



On a price bagiaL 



lS-205.22(e) 
15-205.22('e> 



Organitation Costsi ^ ^ • ^ 
Incorporation fees, attorneys* fees, accountants' fees, 
brokers' fees and fees to promoters and organiaers, for 
organisation, reorganization or raising capital 



15-205>23 



Other Business densest 
Registry and transfer charges resulting from changes in 

ownership of securities issued by contracto£ 

Cost of shareholders* meeti ngs 
Normal prosgr solicitations 



16^205.2^ 



Normaj. proxy ao.i-3.c.LT.tfct,xona 

Preparation and publication of reports to shAreholders_ 
Preparation and submission of required reports and forma 
to taxing and other regulatoxy bodies. 



13-205.2^ 

15-SQ5>Sif ' 



z 

T 
T 



Inoidantal eosta of directors and coouittee meetings^ 



15-205.2^ 
l5-205.2i» 



Overtiaa, Sxtra^Pay Shift and Hiilti^hift Premiuas_ 



15-205.25 



reports and other doouaents 



Patent Costst 
Preparing disclASures 

required by the contract 

Searching the art as necessary to make invention 

disclosures 



15-205.26 



Preparing documents and other costs in connection with 
filing patent applications where title is conveyed to 
Govemment in accordance with contract clauses 



15-205*26 



15-205.26 



Plant Protection Costs: 
Wages, uniforms and equipment of person nel 



Depreciation on plant protection capital assets 



15-205o28 
15-205.28 



Necessary compliance with militaiy security requireme nts 15-205.28 



Plant Reconversion Costsi 
Cost of removing Govemment property and related 
restoration rehabilitation co sts 



Additional costs to extent agreed upon before Incurr ence 
All other reconversion costs 



15-205.29 



15-205.29 



15-203.29 



Precontract Costst 
To extent allowable if incurred after date of cont ract 



i^zog.y 



Professional Service Costs - Legal, Accounting, Engineering, 
and Other] 

Rendered by members of a profession tito are not employees 
of the contractor 



15-20 5. 3lCa) 



Retainer fees supported by evidence of bona fide services 
available or rende red " 

Legal, accounting, and consulting services, and related 
costs, in connection with organizations and reorgani. 
zationsf defense of anti- trust suits and the prosecu- 
tion of claims against the Govemment 

Legal, accounting* and consulting services, and related 
costs, ix\curred in connection with patent infringement 
litigatifin ' 



15-2Q5.31(b) 



15-20 5,31fe) 



l?-20?Ol(c) 



Profits and Losses on Disposition of Plant, Equipment or 
Other Capital- Assets • ' 



15-205.32 



Recruiting Costsi 



Help-wanted advertising 


15-205.33 


Z 


Operating costs of eaployraent office 


15-205.33 


t 


Operating and aptitude and educational testing prograia 


15-205.33 


t 


Travel costs of employees while engaged in recruiting 
personnel 


15-205.33 


1 


Travel costs of applicants for interviews for prospective 
employment 


15-205.33 - 


- X 
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Item 



Sp^rS^^itror enolumenta beyond the staiidanl 
practice in the indu3tiy_ 



paragraph 



15-205>33 



Allowable 
Subject to 
naual Teats 



Allowable 
if it Meets 
Special Tests 
or has 
Special 
Approval 



Allowable 
only if 
Provided 

for in Unallow- 
Contract able 



15^205* 33 



o -♦ai Cogta fincluding Sale and Leaseback of Facilities)! 

!diS aSd^uipment and other personal propertz_ 
i^iT>lant7lnterdivi3ional and interorganization charges 
Sale and leaseback agreementa 



5Ser. unexpired leases in connection with terminations 




15-205 



Research and Developaent Costsi 
Costa of ix^ependent research. 



uoava wr— 

Casta of independent development 

Incurred in accounting periods prior to the aware ox 
contract! a. ^ * 

Vlhore allowable as precontract coats _ 

Ali other .. — ^ 



1^20^O^Cd; 



15-205.35 



15-205.35(g 



15-205. 



Royalties and Other Costs for Use of Patentai 
Syalties or a^rtization of patent purchase costs. 
S case Of patents formerly owned contractor - 
^unts nbt in excess of ojsta which would have 
been allowed had the contractor retained tiya 



15-205.36(a) 



1^205.36(c) 



^^S^enf ?Laonable and allocable to Govemnent 
busins22 



Salesoen's or agents' conpensation, fees, conmissions, 
percentages or brokerage fees contingent upon award of 
contracts - paid to bona fide employees or commercial 
or selling agencies maintained to secure bu3ines8_ 



15-205.37(b) 



15-205.37(c) 



Service and Warranty Costa 



15-205*38 



Severance Payi ^ • 

Normal turnover severance payments 
Abnormal or mass severance pay: 
Accrual^ 



15-205.39(b)(i) 



R^ognition of Goverrmenfs obUgaUon to pay its fair 



1^2Q5,19(b)(U) 



share on a case-by-case basis. 
Special Tooling Costs 



l'5-205.39(b)(ii) 



15-205*^ 



Taxes I 

Federal income and excess profits taxes 



Taxes in connection with financing, refinancing or 
refunding operatioja 



15-20 5>l(a) 



Taxes from which exe^ions are available to the 

eontrac tor ■ ■ 

Special assessments on land which represent capital 
^ mprovaa anta ■ ■ 

Where cUiaa of illegal or erroneous assessment exists 

Reasonable costs of action undertaken by contractor, 
in cooperation with the contracting officer, to de- 
termine legality of tax assessment or secure a reTund 
in cases where claims of illegal or erroneous aaaess- 
ment exi sts 

Interest and penalties incurred oecause oi nonpayment 
of any tax at the direction of the contracting officer 
or by reason of failure of contracting officer to 
assure timely direcUon after prompt request therefai 

Any reftod of taxes, interest, or penalties and a^T 
ment to the contractor of interest thereon attributable 
to items allowed as contract co sts 



lS-205,Wa) 



15-205*^l(a) 



15-205.^1(a) 



15-205Al(b) 



l->.2Q6,i»l(b) 



15-205«^(c) 



CX) Credit. 



Termination Costst 
Coimaon itemss 
Reasonably usable on contractor's other wo£Js 
Hot usable on other work 



NOT. usaoxs on w v* «^ 
Costs continuing after termination except where due to 
negUgent or wilful failure to discontinue such costs. 
Initial coats, including starting load and preparatory 
costs — — 



15-205 



16.20 5.^2(b) 



15-205«^2(c) 



. Ul»«c. without contract p^vlslon lA-lted to «»«nt ^ch th. contractor ^ hav. r^lv- had it retaW titl. to the 
' facilities 



wvf;- 



# 



Ite 



Paragraph 
Kuaber 



illmimbU 
Subject to 
Uaual Tests 



AlXmbU 
If It Meets 
Special Tests 
or has 
Special 
Approval 
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Allowable 
onlj if 
Provided 

for in Unallov. 
Contract able 



Tendnation Costs f (Cont'd.) 
Loss of uaefUl value of special tooling » 
machinery And equipBsoj;. 



speoial 



Rental costs under unexpired lea ses 



Cost of alterations of leased prope rty 
Reasonable restoration to leased property required bjr 

provisions of le ase 
Accounting, legal, clerical, and siailar costs reasonably 
necessary for preparation and presentation of settlemnt 
olaias, and the teraination and settleaent of sub- 
eentr acta 



l?,20?.»2(e)„. 



Storage, transportation, protection and disposition of 
property accpiired or produced for the contr act limTOiMCf) 
Subdbntraetor claims,- including the allocable portion of 
olaias whieh are eosnon to the eontraet and to other 
iiork of the eontractas ; ■ . lUZQ^.UKm^ 



Trade, Business, Technical and Professional Aetivit7 Costsi 
Meabershipa in trade, business, technical, and pro« 
fessional organitati ona 



15-205.Wa) 



Subscriptions to trader business, professional, or 

technical periodic als 15^20 5>4lfb) 
Meetings and conferences, ineluding cost of meals, 
transportation, rental of facilities for meetings, and 

costs incidental the reto lS.2Q^,4*^(e) 



Training and Sducational Costsi 
Prograaa of instruction at noncoUege level designed to 
increase the vocational effectiveness of bona fide 
emplo yees 



Part-time education at an under- graduate or post- 
graduate college level relating to the Job require* 
aents of bona fide eoployeesi 

Training materials, text books, and fees charged by 
education institutions 



Tuition charged by educational instituti ons 



J^=201 



In lieu of tuition, instructors* salaries and related 
share of indirect cost of the institution not in 
excess of the tuition nhich would have been p aid 15-20 5»44{b) 

Straight timis coEq>ensation to eoployees for tiae spent 
attmding classes during working hours not in excess 
of 156 hours per year lV205.Wb) 



Tuition, fees, training materials and textbooks in con- 
nection will full tiae scientific and engineering edu* 
cation at a pbst-graduate level related to Job 
requirements of bona fide employees - not to exceed one 

year for each employee trai ned 15-20 5> We) 

Subsistence, salajy or other eaoluaents in connection with 
fun time scientific and engineering educ««tion at post, 
graduate le vel l%205.kHe) 
Tuition, fees, training, mat eriajj, text books, subsisteneet 



salary or other emoluments in connection with full time 

education at an under-graduate level 

Maintenance expense and normal depreciation or fair 



15-2QS,Ws) 



rental on facilities owned or leased by the oontraotor 

for training purp oses , 15-205*Wd) 

Grants to educational or training institutions ineluding 
the donation of facilities or other properties, 

scholarships or fellowsh ips 15-20 5«44(e) 



Transportation Costss 

Preight, express, cartage and postage charges on goods 
pirchased, in process, or deliv ered 

Outbound fjreight ■ 



15-205,4' 



13-205. 



21: 



I- As a direct corft 



Travel Costst 

On an actual basis or on a per diea or mUeage b asis 15-20 5>Wb) 
Incurred in the noraal coarse of over-all adainistra- 

tioh of the busin ess . 15-205.4^^o) 



only 



Directly attributable to performance oi a speeiiio 
cont ract 



X- As an ArutAw^^ eost 



Meeessai7, reasonable costs of family aovaents ax^ 
personnel aovesents of a special or mass nature 



15-205,We) 



I- Special allocation required where 



appropnate 



PROCEEDINGS 

[The meeting convened at 8:25 o'clock, «.m.« 
Monday 4 12 October 1959« OSA Auditorium, Washington, D. C.] 

CAPT. FAQANi Good morning. This Is the fourth 
of o\xp procurement talks, and the first three— the first 
two particular ly~we have called quite controversial 
subjects. The third one was on auditing, and the use 
of auditors. 

This morning, we are going to hear about 
cost principles. I got esqposed to procurement from 
BuShips beginning in 19^S, and one of the hottest 
subjects at that time was cost principles. 

I had heard of Section 13 before I got there, 
but I had no idea what it was . I thought It^ was a revenue 
code, and then I got to BuShlps and found that Section 13 
had to do with cost type contracts, and that sort of thing, 
but there was considerable debate as to whether or not 
it was theoretical; whether it applied to fixed type 
contracts as well as cost type contracts. 

In 1948, some ten or eleven years ago, cost 
principles were quite a discussion, quite an issue. I 
got back in Washington, here, in I936 and found out that 
the subject hasn't changed a bit or had the solution 
apparently toward the subject. 
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Ve baye got a man with ub this morning who ^ 
knows about cost principles « being the Chairman of the 
ASFR Committee. He has been with cost principles ever 
since he has begun procurement some 10 or 15 years ago. 
He Is actually the most knowledgeable one on cost 
principles » and the development of them, and where 
they stand today. 

You all know Commander John H. "Fete" Malloy« 
soon to be Captain Halloy, and with this short Intro- 
duction I will Introduce Commander Malloy. 

CDR. HALLOY: Thank you. Captain Fagan. Of 
course. It Is a pleasure for me to come back to the 
Navy after my current exile In the Office of the Secretary 
of Itefense. There has always been a question In my 
mind as to whether the Navy would take me back. You can 
see they have already taken my uniform away. 

I'd like to talk to you today about the 
contract coat principle exercise. Somebody asked me 
this morning was I in. a position to tell all this 
morning and I said, "Well, tfo, not realiy but I am 
ih a position and do Intend to tell more than I should." 

So, although I don't have a eon^letely free 
hand to talk as to the conqplete contents of this document 
and the exact current status of it, I will give you as 
much as I absolutely otm. I am under some wrapis since 
FOR OFFICIAL USE ONLY 



among other things my boss has told me to keep my mouth 
shut and such other direct admonitions. 

I would like to take up with you today « and 
try to describe « some of the objectives which we are 
trying to accomplish by putting out a so-called compre- 
hensive set of contract cost principles. I will give 
you some of the important highlights of the new 
principles themselves. 

I think some of the history of this exercise 
might be of interest to most of you. I don*t think 
that too many of you realize the number, the great 
number, of people in government outside of the Navy 
Department — if you will— who are interested in and have 
a voice in what kind of contract cost principles we will 
have, and I think maybe Z can give you a little on that. 

I also would like to give you my own personal 
evaluation as to these principles as a set of contract 
cost principles, and as to the effect they will have 
when published for what they are worth, and then after 
lunch to the extent we have time I would be glad to 
tell you the current status of the project. 

First of ail, I think that you have to be in 
the proper frame of mind to consider objectively this 
very controversial kind of a regulation, and because I 
think — and I speak with some actual degree of experience 
with respect to this— we sometimes think emotionally 



■;■ prz cloS USA i^tio.. xm '■.■■^.:'r,.:- Src^jmi 
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fi^out this subject. ^ ^^^^ .^^^ ■ 

one of the things I have found out, incidentally, ^ 

over IP ths, Penl^o^ i8--lt was a g«^^^ 

*ut,j/.«».<i out f"*^ '* "h^^^^ 

on every '.j^t^er .' This yoa>ln* o;"* 1" Feniagonr ' 
These are ,9.e gf the plus faetors. too fe« that there" are, 
but you do have to put yourself In the Proper frame of 
»lnd an* »e,fra..e of ^nd that Tv-ould suggest tS you 
this morning would to consider this project from the 

standpoi^ of>p '^^r'f^^^r'""*""* 

of th^. l!ep«t^ent of refense rather tha^ 

talking ^out ^ the people "'"i^have the ultl^te respon^- 

hlllty whle?,.,?ould have to 1^ the secretariat 1«^^ 

including If 70U will, the- secretary .of Defense. 

I. would like to iMJce before I go' on any 
further, before^ forget »,;one' Observation. l iSull' 
asK-you pot to discuss freely with an, Industnr friends 
«ho«^o» have the c^ntent^of remarlcs this morning, 
ana that I on^y aslc out of an abundance of caution. 
There will be nothing classified In what I have to say. 
but we are trying to handle the publl. relations aspect 
Of this exercise rather Closely .^ W prematu^ 
of some of the things that X have to say this morning 

wcmld J?ot >«1P us one 1^ 



Let's get lnto. lt then, and try to set forth 
some of the objectives which we are )||eeklng to obtain 
by putting out a cooiprehenBlve set of cost principles; 
that Is, a set of principles which will be used In one 
way or another as the basic groundrules whenever costs 
are a factor In procurement, jand you will notice that ny 
words are rather ceirefully chosen — whenever costs are a 
factor In procurement" -and that Is not to say that costs 
always should be a factor. But, first, we have I think 
the obligation to up-date the contract cost principles 
which we have In the book now. 

These were published In 1948. Ibey are rather 
sketchy. A lot of new things have come on the horizon 
since these were published. We have been In the process 
of revising them for the past six years, and so you'd 
expect that we would need some up-dating and this, of 
course, has to be one of the objectives. 

Ve are also seeking to obtain some uniformity 
of treatment of these various elements of cost, and this 
uniformity of treatment has to do iflth uniformity within 
the Department of Defense first among the three Services, 
and then— If you will — sometimes a little uniformity among 
the Navy bureaus doesn't hurt, and that Is one of the 
things that might be acconqpllshed here with these contract 
cost principles. 
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Also, we are trying to put out a blueprint, 
if you wlll,.wMch will set forth Department of Defense" . 
policy so that a cost can be treated policy-wise at 
least the same way regardless of the type of contract 
that is used. In other words, we *are^^^t^^ to get bve^ 
the hurdle of the Selection of a contract type so that no 
one contract type will be more desirabl'e than another-'merely 
by reason of the cost treatmeni which is accorded. ' * 

©lis is not trying to upset, and to make all 
the types Of contracts the same, but you know yourselves 
that contractors and" we ourselves df ten select a particular 
type of contract not because it Is the best type or 
contract for the particular application, biat beciBLus^ 
it has a more liberal cost treatment involved in it, and 
we think lastly that this exercise will" get us b^ttfel* 

our important progrs 



administration of many of our important programs in the 



Department of Defense. 

We think it will get us better procurement. We 
think it will get us better auditing. We think it will 
save some money and we are not— as one of our objectives — 
we are not out to write a set of cost principles merely 
to save money. You could do that very easily. JUst 
increase your unallowables. This was not one of the major 
objectives, but we think that we will have' ^oml'^ 

la JO.. mi a AX 51 

as a by-product of tlsts exercise"!;^ — 
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Now, a few things that this is not designed 
to do. It is not designed to be an accounting blueprint.' 
It has many, nany, references in it indicating that 
there is no need for any inajor revision of a contractor's 
accounting system to accommodate these cost principles. 

Now^ there will be some but not very major 
for a contractor who is already doing business with the 
Qovemment. Some of our definitions will cause a kind 
of tightening up for some contractors « and for others 
who have a very loose arrangement there would be more 
practical effects, but it was not set out to be an 
accounting blueprint and we don't believe that that will 
be the effect of these principles we published; that is, 
that there will be any accounting revolution, you might 
say, on the part of our contractors. 

We are not seeking here to throw into the 
Potomac the pricing philosophy which we hpld so dearly. 
You will see somewhat later our atteoqpt to emphasize 
our pricing philosophy, and maybe some of the reasons 
why we feel that this emphasis is necessary at this time. 

Now, another thing that this is not designed 
to be is it is not designed to be a document which will 
guarantee to contractors a certain recovery of costs Just 
because we have a list of contract cost principles that 
are listed as allowable. It is no guarantee that we 
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should not allow It to be a guarantee that the contractor 
will automatically recover these costs. 

Now here, of course « our procurement principles 
come Into play. The question of reasonableness, alio- 
cablllty, but more logportant the q]uestlon of the contractor's 
efficiency and our pressures to make him more efficient. 

Let*s look at the situation as we have It today. 
Ve have contract cost principles for terminated contracts . 
We have— excuse me, I was reading ahead of myself here — ^we 
have contract cost principles for terminations, a separate 
set. We have a separate set for cost type contracts, and 
as to fixed price contracts Insofar as policy direction 
Is concerned we have nothing. We have a void. 

Some of you are familiar with the abortive 
attenpt a few years ago to prescribe the current Section 
13 for fixed price contracts, and you know that this was — 
It was prescribed as a guide. You know that, less than a 
year later that particular Department of Defense directive 
was cancelled. We know that today. In these sets of 
cost principles that are, printed and published, the one 
for cost type contracts and one for terminations, that 
there are some rather significant differences. 

Interest, for example. Is allowable under our 
termination cost principles and It Is unallowable In our 
cost type contract situation and where It Is In the fixed 
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price contract situation depends on a lot of things 
including the p^ower and strength of the negotiating 
parties and what not. 

Now, what should be the Department of Defense 
policy on anything like interest, and is there any 
difference in the situation where you meet the problem 
of interest? Now, that is one of the thiiigs we are 
trying to come upon. Itiere are differences in application 
of such things as interest and any other cost, individual 
costs, research if you will, training if you will, 
contributions and donations. Th»re are differences 
existing today as between Navy Bureaus, Army, technical 
services, individual offices in the Air Force. There 
are different philosophies, actually, in the military 
departments and I can cite you one specific case which 
is known maybe to a lot of you, and this was hammered 
home to me by Congressman Bates one day idien he was then 
a member of the Hebert Committee, and he was saying that 
he — and, incidentally, he was one of the. greatest friends 
we had down there — and I say had because he is no longer 
on the Committee. 

He said, "I can't xmderstand for the life of 
me, sympathetic as I am with the Department of Defense, I 
can't understand for the JLife of me why the Air Force 
says that a profit sharing plan, or a bonus if you will, 
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based on a profit sharing plan, -Is automatically 
unallowable and the Navy comes here the next day to our ' 
Ccamnittee and says 'We see nothing wrong with compensation 
based on profit sharing planning. ' A profit sharing 
plan Is merely a way of measuring a man's compensation, 
and If the overall compensation Is reasonable. This Is 
the way we look at It." 

Now, there Is a lot of money riding here, 
thousands and thousands, and even millions of dollars, 
and two Departments come down bef oz?e a committee of 
Congress and one says, "Our policy Is so and so," and 
another says, "Our policy Is exactly the opposite," 
and they obviously look to the Department of Defense 
and say, "What Is the Department of Defense policy, make 
up your mind. " 

Now, shouldn't this be so? This, of course. 
Is one of the things we are trying to do with our 
comprehensive set of contract cost principles. Now, what 
Is In this set? Well, It represents a lot of work, I 
can assure you for one thing. It has been going on for 
the past six years. It represents a rather delicate balance 
at the m(»nent, because we have opinions which run from 
one extreme to the other, with people saying there should 
be no cost principles except for cost type contracts, 
and others saying they should be made mandatory for all 
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■ contractual situations, and that they should be 
Incorporated Into contracts in all but fixed price 
sltiiatlons* 

So, what we have In the package today is a 
rather delicate balance of the conf licting points of 
view and, of course, you have- industry who like no 
part of anything unallowable. Industry, strangely 
enoiigh,. if you read their material closely, can be said 
to be very much in favor of a comprehensive set of 
contract cost principles. 

Now, that may cause some raised eyebrows on 
the part of the more sophisticated and experienced 
with this exercise in the audience, but I maintain 
that it is so. Industry would love to have a comprehensive 
set of cost principles. Under certain conditions, of 
cowse, they have expressed themselves as being in favor 
of this but what they want is a set of cost principles 
not near as detailed as we have which, in effect, would 
have everything allowable. They won't like any unallowable. 
This is almost tantamount to belng^ un-American to have 
an unallowable. iHjey would like to have everything 
allowable, and industry as a whole with their trained 
negotiators they start from up here in order to get here. 
They argue for everything being allowable so that they can 
get a better cost recovery, and some people think that 
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what they are after la a guaranteed cost base with the 
cost guaranteed to them through a single set of cost 
principle* and If everything were allowable maybe this 
would be a good result from their point of view. 

Anyway, the set? that we have today I think 
In considering it you: would have to start with the roughest 
part; that la, the applicability. How are you going to 
use them? We have it. set up, first, starting with the 
obvious. They would be used as the contractual basis for 
reimbursement—for cost reimbursement type contracts 
which is not much different from the situation today. 
For fixed price contracts, the cost principles would be 
used. Boiling the whole thing down to its key clutch 
word, they would be -used as a guide. 

Now, in the contract termination setup, they 
would be used also as a guide. lUie Section 8, today, 
suggests the use of cost principles as a guide and some 
of the language that is in Section 8 of ASPR with inspect 
to the U9e of cost principles and the termination situation 
that language was so good we thought, some of us, that we 
lifted it. If you will check it, you will see we have 
lifted somewhat the good language, and have put it in 
the applicability section of these new principles. 

We have the problem, here, a veay real problem 
of the spectrum that we are trying to cover. The cost 
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altuatlon where we traditionally feel that we should 
be very conservative, moving down the line to the re- 
de terminable contract J redeterminable after the fact. 
Now J. we don't use many of those in the Navy but I am 
rather surprised at the extent of their, use in some of 
the other Services particularly in the Army. 

If you have an after the fact rerdeterminable- 
contract of $100«000,000> do you have a sltiiatlon pretty 
close to a cost relfflburs^eQt type contract? Yes^ and 
how about the next one down the line our old friend 
and Incentive contract, fixed price Incentive contract? 
TSas contract clause. Itself, says there will be a 
negotiation of costs, and this Is done after the fact. 
This Is a retrospective application. We know what has 
been Incurred; what Is the Department of Defense policy 
here. You don't have to be guessing, you do have a 
negotiation but not something that Is out In the wild 
blue yonder, a situation that calls for and requires a 
certain degree of precision, not a i completely boxed In 
type of ^^^c^sion^^ but precision nonetheless, and as you 
move down the spectrum you come to the other family — the 
other wrinkles In the family— of redeterminable contracts 
and In many of these you need contract cost principles. 

You need something. Anyway, we start off with 
that, you need something and we hope that we are providing 
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you with the something in these principles. 

I think I might profitably spend a little 
time on this particular section^ the applicability^ 
and I am going to read you southing whicM is 
substantially accurate as to the way it will be 
published^ and this will come, out as a part 6 of 
section 15 which will be headed " Guidelines for 
Application in the Negotiation and Administration 
of Fixed Price Type Contracts, and in the Negotiation 
of Termination Settlements . " 

Incidentally, you will notice that we have 
treated the termination sittiation quite similarly to 
the other situation that you meet in the retrospective 
costing or pricing. Your termination is a situation 
la which you use cost principles as a guide for, a 
negotiated settlement at a point where costs have been 
incurred, and there are parallels in the negotiation 
situation which I have already mentioned—after the fact 
re-detezninable; your Incentive contracts, and some of 
your other re -determinable s so your terminations are 
mixed here so this part provides guidance for the parts 
2 and 3* and for evaluation of costs in pricing of 
negotiated fixed price contracts and subcontracts in those 
instances where such evaluation is required to establish 
prices for subcontracts and in the negotiation of 
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termination sltiiatlonsi 

I^der, fixed price type contracts ^ the 
negotiated price is the baaia for payment to a contractor 
whereas allowable costs are the basis for reimbursement 
\mder 6ost TOlmbursement contracts. Accordingly^ the 
policies and procedures of ASPR, Section 3« part 8, and 
that is of course the specific ASFR containing our 
pricing policies, are governing and shall be, followed 
in the negotiation of fixed price type contracts. 

Cost and accounting data may provide guides 
for ascertaining fair compensation but are not rigid 
measures of it. Other typea of data or criteria, or 
standards, may furnish reliable guides to fair compensation. 

The ability to apply standards of businesa 
Judgment as distinct from strict accounting principles 
la at the heart of a negotiated price or settlemeht. 

You see, there, our attempt to remove ourselves 
from any potential atralght Jacket which may be forced 
on ua^aa a reault of publication of a comprehenalve > 
aet of contract coat pr^clples. Here, we have specifically 
referred back to the policlea,. our pricing pollclea. We 
have said they will be controlled, and we have put in some 
o£ the language from the termination section that I at least 
thought was pretty good. 

Now, we have still the problem of differentiating 
FOR OPPICIAL USE ONLY 




FOR OBPICIAL USE QMI.V 



between retrospective pricing and prospective pricing, ' 
where you are looking back to a cost that you have incurred.^ 
It seems to me you have one situation where you are 
looking ahead, and guessing that you have another 
situation, 30 we try to get at that kind of a break in 
this fashion. 

First, as to these two among the different 
types of fixed price type contracts, the need for 
consideration of course varies considerably as indicated 
below. First, retrospective pricing and settlements 
in negotiating firm fixed price or settlements for 
work which has been completed at the time of negotiation; 
that is, final negotiations under fixed price incentive ' 
contracts, re -de termination of price at the completion 
of work, or negotiation of a settlement under' a contract 
terminated for the convenience of the Government. 

The. treatment of cost is a major factor in 
arriving at the amount of the price of settlement. 
However, even in these situations the finally agreed 
price or settlement may represent something other than 
the sum total of acceptable costs plus profit, since the 
final price accepted by each party does not necessarily 
reflect agreement on the evaluation of each element of 
oost but rather a final resolution of all issues in the 
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negotiation process. 

If you were to sit down^ yourself, in all 

honesty and try to attack that problem I wonder what 

you'd write. That is what we wrote. The type of 

language was written some three years ago, and I take 

no personal credit whatsoever for it. The section on 

forward pricings 

"The extent to which costs 
influence forward pricing varies 
greatly from case to case. In 
negotiations covering future 
work, actual costs can not he 
known and. the in^ortance of 
cost estimates depends on the 
circumstances.. 

The contracting officer 
must consider all the factors 
affecting the reasonableness 
of the total proposed price, 
such as the teciuiical production 
or financial risk assumed; the 
complexity of the work; the extent 
of competitive pricing, and the 
contractor's record- for efficiency, 
economy, and ingenuity. 

Available cost estimates 
must be present to bargin f or 
total price, to equitably 
distribute a risk between the 
contractor and the Qovemment 
, and provide incentive for 
efficiency and cost reduction. 

In negoiiating such a 
price, it is not possible to 
identify the treatment of 
specific cost elements since 
bargaining is on a total price 
basis. Thus, while cost data 
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Is often a valuable aid It will 
not control the negotiation of 
prices for work to be performed 
or a target price under an 
Incentive contract," 

Does that, I wonder, give you enough room to operate in 
In the manner In which you have become accustomed, and 
In the manner In which you would prefer to remain 
accustomed? I think It does. 

Now, we come to the punch line of the 
document which goes on this way: 

"When, pursuant to ASPR 15-6 
or 2, costs are to be considered 
In the negotiation of fixed price 
type contracts . " 

If I might stop there, that Is rather In^jortant. "When 
co'sts are to be considered." Now, this doesn't Intend 
to say, doesn't niean to say, and I hope won't be 
construed to say, that costs are always a factor In 
negotiating prices. Very often, under the right 
competitive situation as we all know we don't care what 
the man has In his cost. We are not Interested. We 
don't want any breakdown. We, I think, all believe 
quite sincerely that the very best price that we can 
obtain is one which is eslaabllshed in the marked place 
under competitive conditions. 

That is how the water gets out, and when we 
are satisfied that con5)etitive conditions are correct 
and that they have taken the water out, we don't care 
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anything further and shouldn't care anything further 

about the use of cost principles and that is not 

intended to prescribe the use of these principles 

when you would not, yourself, even today want to look 

at the breakdown of costs k So, to go on: 

'^^en, pursuant to ASFR so 
and so costs are to be considered 
in the. negotiation of fixed price 
type contracts, the appropriate 
part of this Section 15 shall be 
used as a guide in evaluation of 
cost data required to establish a 
fair and reasonable price in 
conjunction with other pertinent 
considerations as set forth more 
fully in ASPR Section 3, part 8."- 

Agaln, a throwback to pricing and an abundance of 

caution if you will and to gp on: 

"m the case of negotiated 
termination settlements, Sedtlon 
8 Part 3." 

So that, then becomes the punch line for the use of 
cost principles in the fixed price contract area. Now, 
what- do you do;, how are you guided In a case w:here you 
are in an argument with the contractor over a specific 
Item of cost? ' 

Now, we sometlmeB talk rather loosely — ^we 
procurement people— about how we use costs in negotiating 
price and. you sometimes get the idea that we really are 
not much interested, that we, go through no real approach 
and get a price that is real tight and close, and that we 
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get It out Of the air, and you and I know that we 

sometimes do it that way, but more often than not we 

are In there pitching with some detail, and we are 

looking at the cost and you can*t look at costs 

plural J you look at costs singular, those that are 

of any magnitude. 

Now, suppose you under this set of contract 

principles are In an argument with a contractor on an 

Individual Item of cost, and you know what this document 

says, that the principles will he used as a guide, and 

our guide says they are unallowable. What happens In 

an Individual case? We haVe tried to write It In a 

retrospective situation; that Is, where you are In an 

argument as to cost that has been Incurred, and we have 

tried our hand this way: 

tin retrospective pricing, 
wherever an occasion arises In 
which the acceptability of a specific 
Item of cost becomes an Issue, the 
appropriate part of this Section 15 
will serve as a guide for the contracting 
officer In his conduct of negotiations." 

i 

This particular little paragraph Is one of the most 
In^ortant In the entire document, and six or eight 
months ago — I guess as short as six months ago— that 
paragraph read considerably different. It read somethlng^ 
like this that whenever an Individual Item of cost becomes 
an Issue, the contracting officer will serve— > the contract 
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•cost principles-will serve as; i basis for the resolution 
of the issue* You see the _ difference? 

m the latter instance, you would be pretty 
1^ well bound m an argument with a contractor to resolve 

it the way the bpok says, . As here written, there is 
obviously a needto follow the policy laid down by your 
bosses. They say you will use these as a guide. They 
didn't say, however, that you will have to use it every 
time. They didn't say that you have to throw conmon 
sense out the window. They didn't say that you would 
abandon overall bargaining. You can, I think, depart 
from these but when you do, when you depart from the 
guidance that has been laid. down by your superiors, it ^ 
is only right that you have a pretty good story. 

i You shouldn't depart on some whim of your own. 

You ou^t to be willing to stand up and be counted. We 

- r 

have other language here wh4.ch will, I hope, not get. us 
into the straight jacket of having to examine each and 
every, minor item of cost and wher^ we don't follow the 
blueprint exactly have to fill the file with that much 
Justification.. We don't? intend this, and I think that 
there is enough flexibility here to prevent it, absent 
some bad approach— if you willr-by those who might be 
looking . over your shoulder including the procurement types 
who do that sort of work,! and the audit types. But, absent 
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the wrong approach from that standpoint I do not tMnfc 
ve have built a straight Jacket for you. 

V We have tried to describe this somewhat 
along these lines: 

"In applying Section 15 to fixed 
price contracts, contracting officers 
wlll^ one, not be expected to negotiate 
agreements on every Individual element \ 
of cost. Tno, will be expected to I 
use their Judgment as to the degree of ' 
detail In which they consider the 
Individual element of cost In arriving 
at their evaluation of total cost where 
such evaluation Is appropriate. 

However, the negotiation record 

should fully substantiate and Justify 

the reasoning leading to any negotiated 
■ ■ ■ ■ price." r 

Now, that last sentence Is no more than you have todays 

as a requirement. Now, how are these going to be used 

by our contractors? Are they bound by these principles ^ 

in preparing their cost breakdowns? This Is a very 

touchy area, a very difficult one, one in which we 

obviously don't see eye to. eye with the contractors. V 

We have tried our hand on it thla way, bearing 
in mind that regardless of idiat we said that no contr8ctpp> 
or r should say prospective contractor, wtwld be bound by 
anything we say here because this le a document —well he 
would in certain situations possibly— but by and large 
these will be used before the man is a contractor. He 
Is a prospective contractor :and„ hence, is not legally 
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contractually bound. 

Well> we tried our hand at expressing this 

and this Is some change from earlier drafts « some 

loosening up If you will. 

"In order to permit the proper 
evaluation of cost data submitted 
by contractors for use. In negotiating 
prices^ It may be necessary to obtain 
breakdowns or account analysis In 
respect to some cost elements particularly 
those whose treatment may be dependent 
tapon special circumstances as stated 
In the principles. 

Contractors will be expected to be 
responsive to reasonable reqiuests for 
datii of this kind." 

It is a little ire&Se«::i think, will it do any good 

at all J that kind of language? I think It will. Will 

It do the most good? You have a difference of opinion. 

Some> of course, feel the contractor should be required 

to the mATiTmitn extent we can, using all of our powers, 

to prepare his account analysis, and cost breakdowns, 

strictly m actsordance with the contract cost principles 

because this makes the audit Job easier; makes the 

consideration of costs and pricing easier. We have not 

adopted, here, the rather stringent approach. 

Well, I have spent a great deal of time on^ 

the applicability because they are really at the heart . 

of this whole exercise. - I recall speaking with Jim 

Bannermann the other day, and he wafs recalling this whole 
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exercise which started In about 1953, when a gentleaaan 

on the Staff of the Office of the Secretary of Defense 

had in his hand a document vhl;$h he had developed 

called "A Comprehensive Set of Contract Cost Principles ", 

and they had a meeting of the three Services to find 

out what this was all about « and it was announced as 

being something that was all ready to go, and should 

go right away. 

Here was a new blueprint of cost. This 

would save us all kinds of money, and Jim relates 
the story of how he was sitting in as the Navy 
representative on that meeting, and how he came back 
and he says, "Actually, before I even left the Pentagon 
I was on the phone. I was ringing bells all over the 
Navy building, and all over everywhere that 1 ebuld 
ring them, " and he succeeded in getting enough people 
exercised about this whole scheme that it was delayed 
somewhat, about six years. Bannermaiin bad good Navy 
training. 

But, Jim went on and said that this early 
draft had not a word on how are you going to use them, 
and this of course was at the crux of the whole exercise 
and so they set about drafting how to use or, as we call 
it, the applicability and some two or three years later 
they had an applicability not in basic substanc€» too much 
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■ different from that which I have described to you 
this morning. 

We have made it more flexible. Ve have 
fixed it up here and there < but in its basic elements 
it is not too different from that which was developed 
about three years ago, and^ which the majority of 
procurement types decided was then a feasible project 
having described the use to which these principles 
would be put* 

Well, now, let's get into the principles 
in slightly more detail. We, of course, have here 
much more detail than we have in the book today. I 
think the present Section 15 has what, fiMe or six 
pages, something like that. I would guess that the 
new cdst principles in terms of pages — ^which is a 
rather bad way to measure — but in terms of pages maybe 
25 or 30 pages* That gives you some idea. You have . 
considerably more guidelines in many, many, areas. 

We have, for example, tried our hand at 
defining reaaona;blanesB, , aiid allooablllty.. . Sort of 
foundation words, wouldn't you say? Foundation words 
with respect to the current Section 15i and yet not 
defined in the ASPR today. They are probably not 
susceptible of precise definition, particularly the one 
on reasonableness. But I think you will find that they 
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will be helpful In certain situations. We have provided 
for a gimmick known as "advanced understanding." 
Now, an advanced understanding la something that takes 
place obviously in advance of the signing of the 
contract, in situations In which the question of 
reasonableness or allocablllty are quite difficult 
to determine, and these advanced understandings are 
particularly Important when dealing with contractors 
who do a very large volume of business the great 
majority of which Is with the Oovernmeht, and where 
the competitive forces of the market place do not 
control their activities In a very elaborate fashion. 

So, we provided that advance understandings 
should be reached In these Instances. We have a 
difficult problem with respect to the reasonableries* 
of executive compensation. Now, we don't have this 
all the time, but we have It sometimes particularly 
now since the new principles will have as the guideline 
the man's total conqpensatlon no matter how he gets It. 
Shouldn't you sit down In difficult situations before 
the contract is placed, and figure out with respect to 
a particular contractor what the salary scale is going^ 
to be so far as what we pick up? 

You have some real substantial problems with 
respect to overhead, research, expenses. Shouldn't you 
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: sit down and do these things In advance? Mass 
movement o£ personnel; pre-contract costs; there are 
a list of sev^n or eight areas which are suggestive 
In tfhls new set of cost principles^ siiggestlve of 
advance understandings and when you have reached 
advanced understandlngd In the cost reimbursement 
area they will be Incorporated Into the contract. 

In the fixed price area, this wlil be put 
Ip the contract file. Now, others would have us put^- 
others meaning, more specifically, the General Accounting 
Office— would have us put these advanced understandings 
as a part of the contract regardless of the type of 
contract, but as now set up it would be m the contract 
file except In cost, reimbursement type situations as to 
the lndl\fii4tial Items of cost that are ^ we will say, in 
the allowable category, 

I have Indicated that compensation will Include 
all facets of conqperisatloh. regardless of how determined, 
which really boils down to the real severe argument 
within the Department of Defense as to whether bonuses 
based on profit sharing plans would, be allowable. That 
one reached the level of the Secretary of Defense himself 
last year about this time, and he decided that the 
total compensation was the key. 

Research is a particularly difficult Individual 
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cost element. Probably absolutely the moat difficult. 
Here, we are caught In the homa of a dilemma. The 
research people want to stimulate research. Independent 
research, by contractors* Non-sponsored research, on 
the theory that these contractors can break a lot of 
research barriers on their own, and can do it often 
cheaper. 

So, how to provide the incentive through 
reimbursement of overhead for independent Contractor— 
independent research — and avoid the runavray sitiaation 
which some of our contractor friends obviously indulge 
in? We know that contractors, today, get ahead primarily 
on their te^chnical excellence. They have to get themselves 
that posture of being better technically than the other 
fellow, and if they caii get themselvea in that posture 
on our money isn't that lovely. How to prevent that 
in a situation where you don't have the competitive 
restraints of a mix of commercial and military business. 
Hiere is the dilemma.. 

We had an approach before an industry meeting 
of last year, vAiich would lump the thz^e kinds of research 
this way. It would lump basic research, or blue sky 
research, or general research, whatever you want to call 
it, and applied research together, or rather in our 
previous one we split basic research and applied research 
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with the applied following the- pattern for development 
and we hav» beocnae rather substantially convinced 
that any^ attempt to draw the line between basic 
research and applied research Is fraught with all 
kinds of complications j so we have dropped that concept. 

we have^ nov, lumped applied research 
and basic research together and we have said — and we 
call this, then. Independent research, so Independent 
contractor's research Is a reimbursable element of cost 
through oveix4iead. 

Now, subject to what? Subject to these advance 
agreementiB that I Indicated that we would agree with them 
In advance on these thlnge, which provides one check on 
It and provided In the principles themselves also are several 
methods by which we can come at the problem of paying 
less than what the contractbip wants to put into It. 

This bould be k dollar sharing. For every 
dollar he puts, we will put a dollar in. This can take 
the form of a review of Individual research programs 
and deelslona as. to which one we will support; things 
that we are dolrig today for the most part, and we have 
an agreement to have a three Services approach to the 
research expenses to be reimbursed through overhead 
for the inajor big large contractors* 

We have not figured out how to do this yet. I 
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hate to think of how to do It, but I suppose we have 
got to but this la a realization that some of these 
expenses get so big that there must be some coordin- 
ation as between the three Services and« obviously, 

there di:reirfBomcat<raicrfcx«cto^^ «aid^1;iiiey^ha^ let 

us hear this loud and clear. 

They say we obviously can not sit down with 
500 Individual different contracting officers and argue 
about how much of our research will be reimbursed for 
overhead. They won't be capable of these declslona. 
We will be put through a terrible nightmare. ^ 

So, we will try to do It centrally by . 
departments, and then we will try to get the department 
to work together pretty much the same approach . that we 
use In negotiated overhead rates.: r 

. Time Is running; If I might skip along, and 
mention some of the Individual unallowable costs that are 
In this package. As you can Imagine, some advertising - 
costs are unallowable. Our old friend the Institutional 

« 

and product advertising will stay unallowable, but by 
and large the principle will look something like the 
current principle on advertising, with some additions to 
It, some liberality, scane reimbursement for exhibits 
and things of that kind that we don't even treat today. 

Interest will be unallowable; you can have some 
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fun debating that; one If you like, I don't have the 
time to develop It here-. L&t me aay only that most 
people agree that interest should be unallowable. 
Whether they are right or hot Is another question, but 
even In industry the feeling of the people who, have 
tried to analyze this concept abstractly differ. We 
have It as unallowable. 

Contributions and donations, another friend, 
unallowable; bad debts, unallowable; stock options, 
unallowable; Just a few. Oliese I don't think are of 
any surprise. Now, about the final package with respect 
to cost relmburseiient type- contracts. Is it more liberal? 
Will a fellow get more under these new principles than 
under the old? That is rather Important when we start 
worrying about whether we cah amend current contracts 
or not. 

We can not provide a completely definite 
answer on this. I will give you my personal opinion. 
Contractors have been giving us the business saying 
when you publish those terrible new contract cost 
prinoipldd don ' t f orgdt that you h^ve got to provide 
a mechanism to give us an equitable adjustment as to 
increase in prices, to make these things equal— the 
old versus the new. 

I don't think this is factual, however, my 
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own View Is that the new principles — and before I . 
indicate that view — let me merely hedge further by 
indicating that as I have described the research 
principle and the advance agreement idea, that a 
lot depends on the actual administration of these 
principles. The man doesn't automatically get reim- 
bursed Just because you put out principles . 

But, this concept, I have the pBrttdnal • 
opinion that as to cost reimbuipsement type contracts 
substantively there will not be a great deal of 
difference. I feel that there is a slightly more 
liberal set of cost principles that will be coming 
out, more liberal than today, more liberal than the 
principles that are published. Not quite so much 
more liberal if you consider together the principles 
that are published, plus our practices under them. . 

Our practices meaning what we are doing to 
fill in the gaps that exist today, so . I think slightly 
more liberal in the cost reimbuz'sement type situation. 

In the termination situation, and in. the fixed 
price situation, well in the fixed price situation we 
have no guidelines today prescribed. I. have the idea 
that the new principles will require, , and certainly 
they are intended to require, more precision in the 
negotiation of prices and, hence, I think that the 
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overall result will be advantageous in the fixed price -'Z' ft, . 
arei. I don»t think It will make a hoot and a damn's 
worth ot difference In the termination area. J- . 

Sure J the new principles for termination j t-^ 

dontractfe may be a little bit tighter In that, for. 
example, I have Indicated Interest Is allowable today 
In terminated contracts and not allowable In the new 
principles. By and large, I don't think It will have a 
very great effect in termination. 

we have had six years' history of this 
exercise* We have met with industry Innumerable times. 
We had a rather unique meeting In October of last year 
whei?e the twelve Industry associations Interested In 
this exerclde got together and nominated a spokesman 
whd came before a meeting which I am sure a lot of 
you attended, which Was primarily for the benefit of 
the decision making Assistant Secretaries of the military 
departmeflts, and in the Pentagon, to listen to both 
sides of the oont^overaidl items. 

The industry Spokesman said his piece > and he 
didn't pull any pun<ihes, and the Government spokesman 
said his piece, and there was a verbatim transcript of 
that, incidentally, I think there are still a few coplee 
of , that available for any students in the audience, but 
subsequent to that meeting we received further written 
comments. The written comments pn that, and I am not 
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exaggerating, are about this much paper. Subsequent 
to the October meeting, we received some more witten 
comments. After that, in April of this year, a small 
group of us sat down with four Very experienced industry 
spokesmen and njent over the document again, page by page, 
word by word, not necessarily as to substance but to 
clear up ambiguities in the meanings of the words . 

One of those Industry people, for example, wa& 
a senior partner of one of the best known accounting firms 
in this country. Others were some of the more experienced 
contractor negotiators that I. know. 

Industry, of course, doesn't like the applica- 
bility to fixed price contracts. They are afraid tJat 
this will lead to formula pricing. They want the 
all-cost concept. That is the concept which I think 
they e^^ressed in the following comprehensive set of 
cost principles : 

"Should allow all the legitimate 
costs of dbing business provided they 
are reasonable and allocable to the 
contract involved* " 

Would you buy that? Would you buy that? t buy it, with 

a hedge. That is not a bad premise; that is almost a 

statement of what we started off with ourselveWj but what 

we have done is pre-determlne some of these reasonable 

situations as a matter of policy. We have pre-detexnnined 

that it is not reasonable to have contributions and donations 
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* and interest, and these other things, allocated to 
our contract.. This is what really departs us from 
industry. 

Othej? people have an interest. The General 
Accounting Office, they have heen hairanering us for years 
to get out a set of cost principles applicable across the 
board. They have written very strong letters. They are, 
as you know, a very potent force . They could well gel? 
the Congress so excited that, they would hold hearings, 
and try to develop contract cost principles by law. This 
has been threatened,, but I have never considered it 
io be a very serious matter. It is something, though, 
that is on the horizon » 

We have, met with the Comptroller himself 

within the past months haVe discussed this with him, and 

we have Just. a few days ago received his written comment; 

Our approach to him was that it is better, we think, to 

get out something noW, than to spend any further time in 

refihementd and hence we are $oing to publish his comment?. 

It wa» about two and a halt pages, but really it was iA 

the natiii-e of a nit-pitsk. He says: 

"It isn't abundantly clear that 
your test of reasonableness which 
you have over in the front of your 
docmnent, and which you speak of two 
ox* three, or four, times elsewhere, it 
isn't absolutely clear that the test of 
reasonableness applies to each and every 
individual element of cost." 

FOR OFFICIAL USE ONLY 



POE OFFJCXAL USE ONLY ' 36 

We certainly intend, in this business, 
that it is hest if everybody is a winner so we make 
the Comptroller General a winner by putting in a 
sentence which says, "Don't forget that reasonableness 
does apply to each individual e'lbment of cost." So 
we are, I think, passing the hurdle of the Comptroller 
General. 

The Congress has threatened us with hearings 
on several occasions. It is my feeling that we are 
probably going to have hearings in the next session 
whether we publish the principles or whether we don* t 
publish the principles, and I think that we i^d be better 
off if we published them. 

We had an interest from the White House from 
a fellow named Mr. Saulnier, who is the Chairman of the 
President's Council of Economic Advisors, who wad worrying 
about the inflationary potential effects of this exercise . 
We have met with him. Other government agencies are 

i 

involved. AEC, we have been discussing it with AEC and 
by and large they are in agreement with the set th£it 
we have . They have about four specific principles 
that they will have some departure from. 

I think we have been discussing It with NASA, 
the Space Agency, and they buy it. We Will make this 
available to the General Services Administration, and 
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it will undoubtedly appear In the Federal Procurement 

Regulations. 

Well^ a3 to a personal eva:luatlon of this 
whole thing, the following are at least my views for 
what they are worth, I think that this whole exercise 
is necessary. I think that the present set could be 
in5)roved. It isn't the way I would personally write 
it in all respects. , I suppose anybody could say that, 
howevter. This is such a. controversial area. 

The thing that bothers me is that we, started 
with a good premise, and we varied from it. We started 
with a good premise that wet would say all costs are ' 
allowable unless there is a damn good reason why they 
shouldn't be, some overriding public policy reason like 
entertainment, we couldn't have a set of cost principles 
that said entertaltiinent was an allowable cost because 
of public reasons, but we shouldn't make certain costs 
across: the board unallowable because they are hard to 
administer. We have dopie some of that. I think this 
isn't good. ■ 

I think that we have, in the package we have 
now, the best results that we could hope to get . I think 
that, as I have S4ld,, that it is essential that we have 
a comprehensive set of cost principles. It is management' 
duty to provide guidance in this area. I can't, n^self, 
quarrel with the basic theory that a cost is a cost 
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regardless of the type of contract > and I don't think 

that we should he selecting a contract type merely 

because of the difference In reimbursement cost; 

reimbursements that might come under It. We should 

select our contract type for other reasons. 

I think that we do need uniform guidance. I 

think we must recognize that the forces of the market 

place and competitive restraints are not present In a 

substantial part of o\ir' procurement « and I'd like to 

quote from a very capable gentleman from the Secretarial 

level who had this to say: 

"I wonder how soon some very 
sincere people in this business will 
recognize that whether we like It 
or not more and more of the contract 
dollar volTime Is based on cost 
regardless of the label of the 
contract. " 

Not a bad observation. Now, there are some dangers In 
the exercise that we will have to watch very closely. 
There Is a danger to our pricing philosophy. Ve have 

i 

tried to build In safeguards. If you don't, worry about 
this whole exercise J and the effect of It, I say your 
are not knowledgeable In procurement • You must worry 
about It. We are worrying about It. We are worrying 
about Its use In the hands of Inexperienced personnel . 
We are worrying about Its use by people, some people, 
mostly Inexperienced, who will use these prlnclp;Les as 
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a crutch to avoid criticism rather than doing a good 
, Job of overall bargaining. 

We are worried, sincerely, about the possi- 
bilities of misuipe of these contract cost principles by 
certain audit elements and by the General Accounting- 
Office. I said certain audit elements and, of course, 
didn't mean the Navy audit elements. But, if you will 
be honest ih your own. evaluation, I think you must have 
as a basic worry this use to which those who have the . 
Job of criticizing us, of second guessing us, what use 
will they put to; this docoiment . 

: .-You might say, I'Sure, it is helpful to me, but 
In the long run it isn't going to help me if the other 
fellow csm beat me over the head with it on and off so 
badly that 1 don't get my work done, so it forces me to 
go to cost price contracts- or price all ray negotiations 
on a formula basis J* 

■ I don't think that the dangers inherent here 

are insxiraountable . I think they can be ov6rcome, and 
we will try to insure that they won't take place* 1 
think that the principles will, at times, give industry 
a handle against us. I thinki that it will be sometimes 
more difficult to negotiate an individual element of 
cost if industry can point to a set of principles that 
says allowable and now allow it when you are trying to 
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pick up a piece of it , Maybe the research principle 
will be in this category. 

This set is not a cure-all. It has got 
compromises in it. I don»t think that it will have a 
great impact on your negotiation process. I don't think^ 
there will be a ground swell of resentment from industry 
which will be iii5>ortant or effective enough to give you 
insTirmountable negotiation difficulties with major 
contractors refusing to take contracts. I do not see 
this implication. 

Now, what is the present status of this 
exercise, and here I have to be less than completely 
forthright because they have not been finally approved 
for the final printing, but 1 say to you that they are 
getting close. We have in mind that they will be 
published in, say, within a few weeks. This could, as 
you know, be within three weeks to let»s say fifteen 
weeks, so I will say within weeks they will be published — 
I think. 

I see my old buddy and friend Harry Chrlstenat 
down there who would deadly love to meet me after this talk 
and bet me another cigar that they won^t be published in 
this fiscal year, and this time I will probably take 
him up again, and the otily thln^ that I can say is that I 
have paid off my friend over ten Corona Corona cigars 
already. But, I will estimate that this Is weeks away. 
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I think It Is the closest that It has ever 
been. We have In mind that even when It Is published 
It will not be mandatorily effective until the first 
of January — excuse me — until the first of July next 
year . We obviously don ' t want to have something that 
has the potentially disruptive effect of these to come 
in, we will' say, in April or May, or March for that 
matter and so we have skipped over into the first of 
July for mandatory use. They will, of course, be for 
use as a guide in the interim pisrlod.. 

We will be issuing, when these are published, 
there will be an official Department of Defense press 
release Issued. There will be a lot of 'yakety-yak about 
it. We will attempt -to distribute advanced copies through- 
out the military so that you don't first see these 
principles in the hands of the contractors, a situation 
which sometimes happens. 

Well^ I have covered a lot of territory here 
this morning. I hope that I hapfe given you at least isome 
food for thought, and at least I have exposed some of 
own personal views; whether you like them or not is l^eside- 
the point, and I will say it has been a pleasure to talk 
to you and I will be glad to duck your questions as best 
I can. Thank you. 

- [Applause] 
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CoatI of participation in exhibits upon invitation oi 
Government or where exhibits are for purpose of dis- 
seminating technical information within the contrac- 
tor's industry and provided specific products or 
services are not offered for sale 
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To obtain scarce materials, plant or equipment or dis- 
posing of scrap or surphis material^ ^ — . 



lS>206.1(a)Ciii) 
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15-20 5ai 



Bad Deb^ 



Bidding Costsi 
Incurred in current accounting perififi, 
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Bonding Costsi 
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Required ih general conduct of business — 



15-205.3 
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1^205. 
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Civil Defense Costsi ^ ^« 

On contractor's p.^eaises pursuant to suggestions or 

requirements of civil defense authorities ^ 

(Notei Costs of capital assets allowable only as 
depreciation) 

Contributions to liJcal civil defense funds and projects^ 

Compensation for Personal Servicesi 
To extent the total compensation of individual employees 
is reasonable for services rendered and not in excess 



15-205>5(a) 



15-205.5(b) 
1^20?, ?(c) 



of amounts. aUowabie under Internal Revenue Ci^de. 



In lieu of sa;Uiy for services rendered by partners and 
sole proprietors provided such compensation does not 

constitute a distribution of profits [ . 

Salaries and wages for airrent service^ 
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Premiums for overtime,' extra pay shifts and multishift 
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Cash bonuses and incentive eompensatiSQ. 
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Bonuses aui inoentive jcompensation paid in stq^iL. 
Stock opti ons 



15-205.6(0 
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Deferred compensation I for services rendered during cur- 
rent period a«i for past service pension and retirement 
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Fringe bene fits 1 



15-205.6(e 
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In historical costing; except certain minor t%sS3L 
In estimating future costsi 



1^205>7i 



Where related to known and existing conditions which 
can be measured with reasonable accurae2. 
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Contributions and Donati ons 
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On idle or excess facilities not reasonably necessary 

for standby purposes 15-205»9(q) 

Fully depreciated assetsi 
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to Government contracts or subcontr acts 15-205. 9(f) 
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EBployee Morale, Health, and Welfare Costs and Credits 15-205.10 

Entertaiuaent Co sts [ 15-205.11 



Excess Facility Costst 15-205.12 

Where reasonably necessary for standby purposes 

Other " 



Fines and Penalties! 15-205,13 
Incurred in compliance with contract or written in- 
structions from contracting offi cer 



F65d Service and Dormitory Costs and Creditsi 15-205, l^i- 

Allocation of reasonable losses to all activities served [ I 

Profits to be credited, unless used for employee welf are (x) Credit 

Insurance and Indemnifications 



Insurance required or approved pursuant to contrac t 15-20 5. 16( a) ( 1) 

Other insurance maintained for general conduct of 

^tt3ine22 . ^ 15-205.l6fa)f 2) 

Actual losses which could have been covered by ^ ' 

permissible insurance* 15-205,l6(a)(3) 

Result of nominal deductible insurance cove rage 

Minor losses such as spoilage, breakage, and dis« 
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Other such Laa aea 
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Result of nominal deductible cove raige 
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Costs of financing and refinancing operati ons 
Legal and professional fees paid for preparation of 

prospecttt sea 
Preparation and issuance of stock rig hts 



Interest assessed by State or local taxing authorities \ 

because of noo-payment of tax at the direction of con- 
tracting officer or because of failure of contracting 
officer to assure timely direction after prompt request 

therefor (See also 15-205*^) 

Labor Relations C osta 15-205.18 

Losses on Other Contr acts 15-205.19 ' 



Maintenance and Repair Costst 15-205.20(a) 
Sxtraordinaxy costs, provided such are allocated to " 



periods to which applic able 



Manufacturing asxl Production Aiglneering Costs 15-205.21 
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Material Costs , 
Reasonable overruns, spoilage, or defective votk^ 



Cash discounts not taken because of reasonable 
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Adjustments for differences between physical ana 
bool^ inventories related to period of contract 
performa nce 



15^20 5.22Cb) 



penonna xicq 

InterpUnt, interdivision or intraorganization transfers « 
Ordinarily aUowabie at lower of cost to transferor 

or mar icet 
On a price hA <it<i 
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Organization Costss 

Incorporation fees, attorneys' fees, accountants fees, 
brokers* fees and fees to pronoters and organizers, for 



organization, reorganization or raising capital^ 
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Other Business Expenses s « u 4 

Registry and transfer charges resulting froa changes in 

ownership of securities issued by contractor 

Cost of shareholders' aeetings \ 
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to taxing and other regulatory bodies 
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Patent Costs i \ j * 

Preparing disclosures, reports and other documents 
required by the cont ract 



Searching the art as necessary to make invention 
disclosures 
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Preparing documents and other costs in connection with 
filing patent applications where title is conveyed to 
Government in accordance vith contract clauses 
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Wages, uniforms and equipment of personnel_ 



Ntt^Oa, UAM^WAUH -r- ■ ( M l II 
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Necessary compliance with military security reouireaents 15-»205>28 



Plant Reconversion Costs: 
Cost of rwioving Government property and related 
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15-205.29 
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Precontract Costst 
To extent aOIovable if incurred after date of contract^ 



Professional Service Costs - Legal, Accounting, Engineering, 
and Others 

Rendered by members of a profession who are not employees 
of the contractor^ 
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available or r&nder^ 15-20 5. 31(b) 

Legal, accounting, and consulting services, and related • . 

costs, in connection with organizations and reorgani- 
zations t defense of anti-trust suits and the proseeiL. 
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Legal, accounting* and consulting services, and related 
costs, incurred in connection with patent infringeaent 
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Profits and Losses on Disposition of Plant, Equipment or 
Other Capital- Ass ets 
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Recruiting Costst 

Help- wanted advertis ing 



Operating costs of eaployaent off ice 
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Travel costs of employees while engaged in recruiting 
personnel I 15-205.33 



Travel costs of applicants for interviews for prospective 
emplpy aent 
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Recruiting Costst (Cont'd.) 
Employment agencj charges at not in excess of standard 
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Rental Costs (Including Sale and Leaseback of Facilities) t 
Land, building and equipment and other personal property 



15>205 
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InterpLant, interdi visional and interorganization charges 15-205 
Sale and leaseback agreements ^ 
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Under unexpired leases in connection with terminations 
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Research and Development Cost si 
Costs of independent resea rch 



15-205,^2( 



Costs of independent development^ 



Incurred in accounting periods prior to the awaid of 
• contract I 

Where allowable as precontract costs 

All other 
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Royalties and Other Costs for Use of Patentsi 

Royalties or aaortization of patent purchase co sts 
In case of patents formerly owned b7 contractor 



15-205,36fa> 



aoounts not in excess of costs which would have 
been allowed had the contractor retained ti tle 
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Selling Costss 
To extent reasonable and allocable to Government 
busin ess 



Salesmen's or agents* compensation, fees, commissions, 
percentages or brokerage fees contingent upon award of 
contracts - paid to bona fide employees or eonmercial 
or selling agencies aaint&inisd to secure busi ness 



15-205.37fb^ 



Service and Varranty Co sts 
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Severance Pays 
Normal turnover severance paym ents 
Abnormal or mass severance pays 
Accr uals 
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Recognition of Government's obligation to pay its fair 
share on a case-by.case b asis 
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Special Tooling Co sts 
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Federal incoaa and excess profits taxes 



Taxes in connection with financing, refinancing or 
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Taxes from which exemptions are available to the 
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It« 



Tsnixution Costsi (Cont'd*) 
Loss of useful value of special tooling, special 



Paragraph 
Number 



Allowable 
Subject to 
CTsual Tests 



Allowable 
If it Meets 
Special Tests 
or has 
Special 
Approval 



Page 5 of 5 

Allowable 
onl7 i-f 
Provided 

for in Unallov- 
Contract able 



naehinerr and eouipmant 


15-205A2(d) 




I 


Rental costs under unexpired leases 


15-205.if2je 




X 


Cost of alterations of leased property 


15-205.'*2(ei 




X 


Reasonable restoration to leased property required bjr 
provisions of lease 


15-205.^f2(e) 


■ r 




Accounting* legal, clerical, and similar costs reasonably 
necessaiy for preparation and presentation of settleaent 
olaimSf and the tensLnation and settlement of sub. 
contracts 


15-20 5.^2ffy 


I 




Storage, transportation, protection and disposition of 
property aoquired or produced for the contract 


i5.205.if2(f) 


X 




Subcontractor claims, including the allocable portion of 
claims which are common to the contract azvi to o^er 
work of the contractor 


lW05.42f*) 


I 





Trade, Business, Technical and Professional Activity Costst 
Memberships in trade, business, technical, and pro* 
fessional organizat ions 



15-205.i|:3fa) 



SubscripTtions to trader business, professional, or 

technical periodicals ^ 15^205,^3(b) 

Meetings and conferences, including cost of meals, 
transportation, rental of facilities for meetings, and 
costs incidental the reto lS»205,Wc) 



Training and Sducational Costst 
Programs of instruction at noncoUege level designed to 
increase the vocational effectiveness of bona fide 
employ ees 



Part-time education at an under.graduate or post- 
graduate college level relating to the Job require 
ments of bona fide employees f 

Training materials, text books, and fees charged by 
education institutions 



15-20^,Wal 



Tuition charged faj educational institut ions 
In lieu of tuition, instructors^ 



15-205, 



salaries and related 
share of indirect cost of the institution not in 
excess of the tuition which wouM have been p aid 



Straight tlAe coaqMnsation to employees for time spent 
attending classes during working hours not in excess 
of 156 hours per y ear 



15-20 5>Wb) 



15-205,Wb) 



Tuition, fees, training materials azvl textbooks in con- 
nection will full tise scientific and engineering edu^ 
cation at a- post-graduate level related to Job 
requireaents of bona fide employees - not to exceed one 

year for each e^loyee trai ned 15-205^H(e) 

Subsistence, salary or other emoluments in connection with 
full time scientific and engineering education at post- 
graduate le vel 15-205,Wc) 

Tuitiont fees, training materials, text books, subsisieneot 

salary or other emoluments in connection with full time 

education at an undor-graduate level 15-20 5«44fe) 

Maintenance expense and normal depreciation or fair 
rental on facilities owned or leased by the contractor 

for training jwrposos 15-20 5* Wd) 

Grants to educational or training inatitnt-iQWit in«? lading "-'—^ 



the donation of facilities or other properties, 
scholarships or fellowsh ips 



■ 15^5«We) 



Transportation Costst 

Freight, express, cartage and postage charges on goods 

pirchased, in process, or delivered 15-20 5.if5 

Outbound f reijht "A^L^V 



I- As a direct corft 



Travel Costsi 

On an actual basis or on a per diem or mileagtt b asis 
Incurred in the normal course of over-all admlnistra. 

tion of the business 

Oireotly attributable to performance of a specific 
contract 



only 



l?-20?t^(b) 



• 15-205>46{c) 



I- As an indirect cost 



l5-205,Wd> 



Neeessaxy, reasonable costs of family anvaasnts ani 
personnel movements of a special or mass nat ure 15-205«We) 



I- Special allocaUon required where 
appropriate 



Issue 

Contributions and Donations. 



Industry objects strenuously to our proposed 
disallowance of contributions and donations* 
Industry clalffls that expenditures for con- 
tributions and donations are normal and 
legitimate costs which they must Inoir. 
Industry feels that the possible problem 
excessive gifts can be solved by the est 
ment of certain tests of reasonableness v 
are acceptable to both industry and government. 



ir. x—X. 
aeif \ 
est } 



10 Sept 1957 - 8/21/58 Draft 



Issug-" • 



. Interest 



TnliintiTT P^rr^^^Q** 



borrowing* ??*V2"«!"*S,t .gain.t our con- 



laaaa ♦ a strong case against our 

Industry did n^^^"^ * ^w! 15 October 
. Training "dBducatioo. Stri^/lSsf^nf 

BBntioa this Item. 



lasue 

11 • Plaat ReeoAV^rsion Cost. 



Tni^mtrr p^^^^^q^ 

Industry contends that there are clrcmstances 
wherein equity requires the payment of P^"^ 
^fcSnvSrslon ^st on a mutually ^^^'P^^^i* ^^^^ 
Industry contends tbat our prior draft precluded 
aS mSi negotiation on a case by case basis. 



la. Overtime. 



induatrr-a raco^ndatio^^^^^^ > 

to "qj"**^ ' fSd promiuni pay, 
M'tlSrm aKa^poaad Coat 

Principles. 



V« do not faal that all contributions and do* 
nations should be allowable. However, we pro- 
pose an extensive change in this principle 
to allow the coats of reasonable contributions 
to establlaht^on-proflt charitable organizations. 
The Air Force ropreaentatlve does not concur In 
this change from the 21 August draft. The follow- 
ing addition to the 21 August draft is proposed: 

"Reasonable contributions and donations to es- 
tablished non-profit charitable organisations are 
allowable provided they are expected of the con- 
tractor by the community and it can reasonably be 
expected that the prestige of the contractor in the 
conmninity would suffer through the lack of such ~ 
contributions* 

"The propriety of the amount of particular con- 
tributions and the aggregate thereof for each 
fiscal period must ordinarily- be judged in the 
light of the pattern of past contributions, parti- 
cularly those made prior to the placing of Govern- 
ment contracts* The amoimt of each allowable 
contribution must be deductible for purposes of 
Federal Income tax, but this condition does not, . 
in Itself, justify allowability as a contract cost*** 



Latest Suggested Revision 

Reasonable contributions and donations to established nonprofit charitable organizations 
are allowable provided they are expected of the contractor by the cooaunlty and it can 
reasonably be expected that the prestige of the contractor in the community would suffer 
through the lack of such contributions* 

The propriety of the amount of particular contributions and the aggregate thereof for 
each fiscal period must ordinarily be judged in the light of the pattern of past 
contributions, particularly those made prior to the placing of Government contracts. 
The amount of each allowable contribution Bust be deductible for purposes of Federal 
Income tax, but this dondltlon does not, In Itself, justify allowability as a eontraot 
^ cost* 



Ve do not feel that Industry has made a case 
for allowance of interest as a cost. Va feel 
that such allowance would provide a preference 
for one method of obtaining capital requirements 
over other methods, and therefore would provide 
an incentive for borrowing for the performance of 
our contracts* 



In view of the lack of further Industry comment 
oS this item, we feel that our proposal, as 
contained in the 21 August draft, is correct. 



nii yrent Proposal 



"while we propose that interest remain anjSSTSb 
iSst, Te Se recommending a revision in our profit 
Zlic^ appearing in ASFR 3-808. ^ by adding a new 
iubnaragraph (d) which would reads 
suhparagrapn V ; ^.„,../^tnr>. TnvflatBtBiL; 

The exient^ftlS^S^^ 

tto ^formance of the contract will be ^^ken In^J^ 
^sSerS in the fixing of the amount of the fee 
profit." 



No change ftom the 21 August draft* 



C^vmrrmmtit Poflition 

While retaining the substance of our previous draft 
of this principle, we recognise the industry argument 
that the payment of reconversion cost on a case by 
case basis should not be precluded by the cost princi- 
ples* 



Ve propose that the following provision be added to 
the principles t "Rovsver, in special eircunstances 
where equity so dictates, additional costs may be 
allowed to the extent sutually agreed upon." 



We do not feel that any further clarification 
is required on this subject* 



No change from our 21 August draft* 
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9 DEST.I0N AND ATEWER SHEET - COST PRINCIPLES 
I 

1. Q. How do these new cost principles change what the Department of Defense 

has been doing in the past? 

A. The Department of Defense has prescribed cost principles for 
cost reimbiirsement type contracts for many years* These 
principles have been prescribed for use only for cost 
reimbtirsement contracts. As to this type of contract, the 
new principles will not materially change our operations 
although they provide more definite rules and to some 
extent caver cost elements not previously defined. The new 
principles will eliminate separate cost principles which we 
now have for use in negotiating termination settlements. 
The most significant new feature of the regulation is its 
use with fixed price contracts. We have not had cost 
principles for this purpose in the past. The new regulation 
will be used as a guide in the negotiation of prices under 
fixed price negotiated contracts to the extent that the 
evaluation of costs is necessary for the setting of fair and 
reasonable prices. 

2. Q# What will be the affect of the new cost principles with respect to 

cost recovery be a contractor for (a) cost reimbursement contracts 
and (b) fixed price contracts? 

A. As to cost reimbursement type contracts, contractors generally 
can expect about the same result under the revised cost rules 
as they are experiencing under present practices. A definitive 
answer cannot be given to the question of contractor recovery 
in the fixed price area since the range of situations here is 
too complex for generalization. Since we have not provided 
specific guidance in the past, these new principles will, at 
least in some instances, result in reduced recovery by 
contractors for certain particular items of expense. For 
example, interest has previously been an allowable cost in 
termination situations. In the future, interest will not be 
allowed. 

3. Q. How mxch money will these new cost principles cost the Department of 

Defense or how much will be saved? 



A. As indicated previously^ about the same result will be experienced 
in connection with cost reimbursement contracts. In the fixed 
price area, we expect that the new principles will ultimately 
result in more efficient procurement and, hence, aavings will 
accrue in the long run. It is not possible to put a dollar sign 
on any such savings at this time. 



Why has the Department of Defense not premulgated cost principles for 
general use in the past? Why has it taken you so long to do this Job? 

A# The Department of Defense has had cest principles for cost 

type contracts and for termination settlements* The extension 
of cost principles to the fixed price area is a very complicated 
and controversial subject* It has been necessary to take into 
consideration the strongly held views of the many parties at 
interest, including those of industry. The resolution of these 
areas of controversy has been difficult and, hence, progress has 
been somewhat slow* 

What are the more important areas of cost disallowance: 

A. These would include most advertising costs, bad debts, entertain- 
ment, contributions and donations, and interest on borrowings* 



How do the new cost principles treat research and development expenses? 

A* A contractor's independent research costs are allowable* 

Independent development costs are allowable to the extent that 
they are related to the product lines for which the Government 
has contracts. We have provided for certain administrative 
controls and limitations to insure that these costs are reasonable. 



Are executive profit sharing plans allowable? 

A* We regard compensation measured by profit sharing plans as a portion 
of an individual's over-all compensation. Such compensation is 
allowable to the extent that an individual's total compensation is 
reasonable in amount* 



What affect do these cost principles have on profit? 

A* The cost principles do not cover the subject of profit. Our 
profit policies are covered fully in Section III, Part 8 of 
the Armed Services Procurement Regulation* 

Will this new regulation lead to "formula pricing?'' 

A* Formula pricing means the resolution of each item of cost 
by unilateral accounting decisions* We do not anticipate 
that the new regulation will have this result. Our over-all 
pricing philosophy remains in effect* 



10 • Q. - What' application will these cost principles have to contracts awarded 
by formal advertising? 

A# The evaluation of costs is not appropriate under contracts 
awarded "by formal advertising. The cost principles will, 
however, continue to he used as a guide for terminated 
contracts, including terminated contracts originally 
awarded after formal advertising. 

11. Q. What do you mean hy the statement that the cost principles will he 

used "as a guide" in negotiating fixed price contracts? 

A. We realize that hard and fast rules with respect to costs 
are not appropriate for many pricing situations encountered 
tinder fixed price contracts, particularly in those instances 
where prices are heing established for a future period. 
Government personnel will be expected to he guided by these 
principles to the extent appropriate in conducting negotiations 
in the fixed price contract area to the extent that the pricing 
action requires the evaluation of costs.. Any departure from 
the basic policies now established will reqiilre adequate 
explanation and Justification. 

12. Q. Is this new regulation agreeable to Industry? 

A. Industry has traditionally opposed any of our regulations 
which set forth specific costs as unallowable. Industry 
contends that the Government should allow i normal costs 
of doing business. For this reason, industry is opposed 
generally to most of the disallowances we have prescribed. 
Industry is also opposed to the utilization of cost principles 
in the fixed price area. 

13. Q. Have the Military Departments concurred in this new regulation? 
A. Yes. 

Ik. Q. Has the new regulation been approved by the Secretary of Defense? 

A# Yes . 

15 • Q« Has the CcoptroUer General approved this regulation? 

A. The Comptroller General has been in favor of a single 

ccmprehenslve set of cost principles for sane time. He has 
concurred in the desirability of publishing the new regulation 
without ccmmitting himself as to agreement on all details. 
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16. . Q. What Congressional reaction do you expect? 

A* We expect that our new regulation will be veil received by 
the Congress • ' 

17. Q« Eov does the new regulation affect Small Business? 

A« We believe it will assist many Small Business concerns in that 
it is designed to foster an atmosphere of mutual understanding 
among contractors and contracting officers as well as provide 
guidance on the handling of many items not previously covered. 

18. Q« Why is the new regulation not mandatorily effective until July 1, i960? 

A. There are many details in this new regulation which will require 
study for both contractors and Government personnel. A longer 
period than usual was established in this instance to afford ample 
opportunity for familiarization with the new rules. 

19* Are these cost principles going to be used on a Government -wide basis? 

A. We expect that cost principles substantisJLly similar to our new 
regulation will be adopted on a Goverment-wide basis. 

20. Q. Win these cost principles mean more negotiated contracts? 

A. No. ' ^ 

21. Q. Will the new cost principles reqyiire contractors to establish new 

accounting systems? 

A. No. The revised cost principles are not an accounting 
blueprint which will require any appreciable change in the 
accounting systems of most Government contractors. 



Office of the Assistant Secretary of 
Defense (Supply and Logistics) 
26 October 1959 



SUPPLY AND LOOISTICS 



ASSISTANT SECRETARY OF DEFENSE 
WASHINGTON 25. D. C 



Nov«mber 24, 1959 



Dear Dan: 

I m«t with your boy« yesterday and was very 
appreelatlye of their attitude . X am not to sure \^ 
caa aecompUsh thU aa ol December flret. but W 
are ttrivlag to work it out to their eatiaiaction. 

Bestregarda, ^ 



PERK 



Mr. DaaA. KimbaU 
Preeident, 

AeroJet*General Corporatioa 
6352 North IrwindaXe Avenue 
Azuea, California 




c: Mr, 





rman 



pAN A. KIMBAT.T. 



Aerojet- Gexerai. Corporation 

„e.35S NORTH mwi?e>AI-E-AVEXXirEp ^ 
AZTJSA, C^X^rOR^^ 



November 17, 1959 



LS^r ''^JM v'l.^-v■..-r^ .^-zw tt^va i 

Hon. E. Per^^.^gQui5e.. • ^, -./ij.*^ -^.^-^n^ ^v- ..^ < ^n;.-; ■,3.^, 
Assistant Secretary (Supply and Logistics) 

Office of the S|^|^ry pl^De^fen^f ^^.'V • . ^; n^Kci..^nr. r^^. 

Washington 25, C* 

Dear Perk, 



4 ii0i^^a-^^^ 



I would like to have E. S. Reichard, Jr., our Director of Contracts 
come in to chat with you about applying the new Cost Principles to 
all of our contracts beginning December 1, 1959. 

I hope it will be convenient for Mr. Reichard to meet with you early 
.in the week of November 23* ..A nsC .^'M 



c«: E. Perkins McGuire 



DAN A KIMBAJLIk 
PreBid«nt ^ : 



Nov«mb«r IT. 



Cost PHaciploor Soetioa XY» eottI4 l^i ftppUo4 to «li ol ottr OoliaM 
work bofiaaiai with our fiae«l r«»v itaftiai bo«ombo» S, I9lt;.. 



U Ihli e«aso<ti«B, w« would Uk* ovr pooplo t« 41«Guao o«v tko^gM* 
with Uw^ fmtUnB McGuiro ia tho irovy so«y fatwo. 

. v - •• • ' " • . , ■' V - .■ ■ .' ■ - .•. ••■*".•:.?..• •• •<» 

Wo thiak boglaaiag tho oaifovm ayylloatioa ol tho roviio4.Co«r;r'i i 
Prlaoipioo t« aa of owr coatjracts wiU pvovldo tho Govoramoat - 
aoatiotoai mothedt of haadUag oaoto throaghoa^ev opoyattoat^- « • 
rathor thaa gradaaUy iaooypoyatlag t&o a*w tog^Oiatf oaa who» aowr^ ^ 
prooaromoats tako plaeo. 



BAN A. XIMBAIX 
PB£Sn>SlVT 



Aerojet- Generai. Corporation 

6332 XORTH mwiNUALE AVE NUB 
AZXJSA, CAJLIFOROTIA 



November 17, 1959 



n 



Hon, Thomas Si Gates, Jr. 
The Deputy Secretary of Defense 
Washington 25, D, C. 

Dear Tom. 

Aerojet -General Corporation believes the recently revised Contract 
Cost Principles, Section XV, could be applied to all of our Defense 
work beginning with oiir fiscal year starting December 1, 1959. 

In this connection, we would like our people to discuss our thoughts 
with Mr. Perkins McGuire in the very near future. 

We think beginning the uniform application of the revised Cost 
Principles to, all of our contracts will provide the Government * 
consistent methods bi, handling costs throughout our opera-tLons, 
rather than gradually incorporating the new regulations when new 
procurements take place/ ' 

Sincerely, 







VAeting. Assistant;' Se 
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oari^rtlM tba* «w Off a^ 

^-J*^?**?^* * eon^arlaoji vma nadl* of th» affaot of SJ^S^IS? 

tti flfoaX yw aadad 30 lamafcar 3558. St* ooaftraator^i 1998 Haeai 
bacauaa it la tb* »at rae«Bt yaar tor idiidi iS STiL 
Sni^zS !?•*•* ^ *^ coB^ariaott iiaa «rallabla,v lagoita of 
tbla r mya rt aaa r ax# aunMriaad aa foUovat : 

• tetal Aaroj at o?artaad tbat moU b« yai*ara«bla -■'^ ■ 
uBdar'eliF eoutraeta and aubcoatraeti' fbr- tbia 19^''''' ■ 
. '5ff^5''^ if eoata vara datsralaM. la' aeoox4aaea: - J": w^-■V^:?i:- 
1fitk tba a«r eoat prtaaipla* $Sk,$96,0» 



9.000 
23^006 



^fgj t ombaad tetasataeA to b# ralabwaibU 
tffldar Off eoatraeta and oubooairaeta for tba 1938 
fucA 7oa» la aoeerdAie* mth tba oU ooat pciaelplaa 

la y^abttMibltt o««Kbaa& Maoiting 
of tba aav pxlaelplis ^ all 

bjr AaKo4at... 

Ui< W ip pUoibl* ta prlaa ooatraeta ¥ttk 
OoiiujjiMuL agenelaa otbor tbaa S^partaaat 
of Bafittaa aaA aifteontraeta 



qn^«bla to prlM emtraeta irttb: i3m 
" of OafaoaO" 



■- . . oci ■ 

coceoi^ t&a* » 0r«iet«r prsportloa of tte laer«ss« vouU. vpllcctol* 
t» jrlJi^ e«BtanMt« ulth otlttr Qnwummii taffMlM aad to flvibeootraet* 



^ Sui :toregpiac tabulailoa •spcary to •vnport tho eoatr«betcir*« eoa^ 
twtloiui* aiaeo tl* laereMO la relaftkurMblo ovttrbflod cost undsr Depart* 
aant of Scfwwo pxloo eontrftots 1« nei^lglblo^ i«e^ eyvroslafttoljr .09 pcrettt* 
fii all vnl^iMXltgr tho lnore«««d eoot to toth tMo offleo «rkL tte coatrostor 
iasidttit to atetaistorlag c mtro eto voder two Mts of eoot jprlaslplM 
•imltauoQOlr «n>U bo grMtor tte ttat ettlmtad iaerOMO la omteod 
eoot la 1958« asvwor, it oliOQld M a»toA tlutt tit* laoraMO la dttf 
tatSx^ to tbo diff8r«nso la tho ralalranaMlliqr of SaAflpodnt r«to«r^ 
«ad dmrtlosMBt eosto uadar tlui mm >rtng1>tw ao oooyand to tte old 
priaol9l««« £i 19^ tbo eoatvostor laeivm |891*00O of Olnot coato 
la ito ladapcBdant raaaaxek and: dovoIepBSBt pxofnau & o ai^plaMat ^ 
to nfteaaeo (b) tlM eoatraator )iao propoaad aa ladepaodaot raaooseli 
aad dovOltivaMBt yroem of oror 17*000,00^ Silo prqpoaal idbalttM: 
bj mm ecartroster fear tbo pacveso of ***f!>ffTig m adtnso agi aiiniiij la 
•seofdaoeo vl^ tlM aov MIS eett yxlaai^lMy VMraonvli; 19^5«35<ji)e 
V)stU it Id lOMm bov auok of tkU pvocnmnUl bo ap^ovod or ^vM 
000% atasiaft inraBgwato viU^b* VMftod oot^ no coiwlwion em bo 
roaehod ao to pcoMlo oeroat of tbo aov cMt prixaslploa «a Atra|ot*ii 

fff-.^ ttfo aiMat^ Itaatani Blatrldt* i Aatfttor d«MVil ua*f, • coa«tt»^\ ■ : . 



U. S. NAVY AREA AUDIT OFFICE 



WASHINGTON 25. D. C. in reply Rerea to 

SO 

A6-7 

Aerojet Gen. Corp, 

•• ■ ' A- ' Lh^ , ' ■ . ■'• ' .-. : ■;■ 

From; Officer ia Charije, U.S* Navy Area Audit Of f ice, Waahingtoti, D. C. 
To : Comptroller of the Navy (NCT) 

Subj: Aerojet-G^eneral ^Corporation - Atlantic Division, Frederick, Maryland 
Review, of Cpntr actor * a Request f or Ainendment of Existing Cost - 
Reimb<iiJ:«em«nt^ Type Contracts to IncorpLPrate J^^^^y Contract Cost 
Principles 

Ref : (a) NayComp^t. (NGT) Itr NCTll, . LlO-4, Ser;.Q2958 dated 28 December^ 1959 

w7encl.^;..- ■ ■ ■ ■ ■•: 



1# In accordance with the reference, a review has been made of the subgedt 
Contractor's books and reccjrds for the purpose of evaluating the Corttractor^'^ 
contention that the difference would be negligible between costs reimbursable 
under the^ i\ew jost ,pri^^ published in ASPR Revision Ko. 50) as ^ ^ 

compared til thosf i^currently incorporated in contracts, 

2. The operatijans of the Atlantic Division Aerojet-Gentral Corporation are 
limited to reaearch and developrnent wot^k^ and iitvolvcl only^ five cost- type 
contracts with the Department of Defens*^:. Annualf sales for the fiscal yfe^r ' 
ended 30 November 1959, of $588,870,02, are classified as follows: 

Cost Reiubursable-^Type Contracts 

Department of Defense $185,378*14 

U.S. Post Office Department 321,047,66 

Total Cost-Type $506,425.80 

Fixed Price 82,444>22 

Total Sales S^ ^^ ^8 Jp, Cl ^ 

3. Review of the Atlantic Division claim, as presented under each set of 
costs principles, disclosed no differences in the amounts claimed, based on 
the Contractor's interpretation of reimbursable costs under Revision No» 50 
to ASPR, Tue Contractor has also expressed an opinion that no change or 
advantage is to be found in the application of the revised cost principles. 

4* Based on the foregoing review and audit of the Atlantic Division's books 
and records, the Auditor concurs with the opinion of the Contractor. 



Copy to: 

OlnC, NAAO, Los Angeles ^- Vj^^iui^u.4j 

ACTING 





ORPORATiON 



AZUSA, CALIFORNIA • TELEPHONES: LOS ANGELES, CUMBERUND 3-61 11 • AZUSA, EDGEWOOD 4-6211 
A SUBSIDIARY OF THE GENERAL TIRE & RUBBER COMPANY 




IN REPLY REFER TO: 



920:3005 



MAY -3 m 



The Honorable Philip LeBoutilller, Jr. 
Deputy Assistant Secretary of Defense 

(Supply aad Logistics) . . 
The Pentagon 
Washington 25, D# C. 

Subject: Amending Contracts to Incorporate New Contract 

Cost Principles Issued.Noveinber 2, 1959 

Reference: (a) Letter from Deputy Assistant Secretary of 
, , Defense to Aerojet-General Corporation, 
dated April 1, 1960.> Serial: CR 

My dear Mr» LeBoutillier: 

On hehalf of Aero jet -General Corporation, I wish to thank you and your staff 
for the effort and consideration given to o\ir offer to serve as a pilot company 
in establishing a procedure for amending contracts to incorporate the new 
Contract Cost Principles* 

While we share your regret that the new Cost Principles cannot he incorporated 
in all cost-reimbursement type contracts simultaneously, we appreciate the 
difficulties which you may have encountered in applying such a procedvire to 
the multitude of contractors within the industry. Viewed in this light, the 
strength of the policy adopted seems evident since it is sufficiently broad 
to allow inclusion of the Cost Principles in existing contracts when pre- 
cautionary conditions are met. We are still hopefiil of completing the change- 
over to the new Cost Principles at an early date, for it appears desirable, 
in light of the fact that the old principles will phase out eventually, to 
establish unifoim operations under current regulations at the earliest possible 
time. 

You may be interested that Aero jet -General Corporation is presently availing 
itself of the important provision in the new Cost Principles covering advance 
understandings. We are cvirrently in the process of reaching an advance under- 
standing concerning allowability of independent research and development costs. 



AZUSA, CALIFORNIA •. SACRAMENTO, CALIFORNIA • DOWNEY, CALIFORNIA • FREDERICK, MARYLAND 



The Honorable Piillip LeBoutillier, Jr 



920:3005 



an area which has provided a fruitful source of dissension in the past. 
Our program for the cvurrent year is presently under consideration hy the 
Tri-Departmental. Committee, established to review such programs as a 
result of the provisions contained in the new Cost Principles, 

Your letter, referenced in (b) above, indicated that a review of the present 
policy on incorporating the .new Cost Principles into existing contracts is 
planned in about a year. If this company can assist you at that time, we 
will be pleased to do so.. Of course, in the Interim, if we can be of service 
to you or your staff, please call upon us. 

Very truly yours, 

AEROJET-GaENERAL COBPORATION 




B. A. Kvisi 
Director of Contracts 



«»du^ i» aot l«iz« AoBiB to «ai>08r»^ fCMve^ «al 4bv«lcnaKit. 

^ ttoe trntaaent of ns^Brci:^ ma& <«vca«pasoft e09t« in tb« wv Cpvt 
AiliuaplAC ^nuU W «$bBsls«A to tl^ 

la tMg oooaectim. It »e«Mjy to fcw^te 
ea x«oora ^oor i«tt«r ©f 85 8cFt«sd>er to £*•. finOaiffir? tbst 
^oot feel thftt w mi«e4 Oost Priaciplw am «l^io«g^ Aifr«tw 

f our pt«Miafe jfmc^ 
«»ct» ia;aef oosUrUaUoweafe 1^ coatnets.** You «Im aArtMd. la 
* ff!?* >«!j«ecd oosi jdrtaciiaM vUl aot tey* « 

•igalflceat effect «octa laeler oo«t i«ii&«a^neat tswt ocnuaets.* 
Moreov«i>/ia ngazd to QoftBtlon S ia the Qtaevtida aad 4aewtr fiteat m 

€«a««por eaa mxgetX ^jout the «u&e x-vmU vnder ttft yrrlMd eo9t mles 
fts tbey aw «c3pcri<«ciag aad^ Aad la ic«pa»e to 

iiocetlca 3, «tdte that tb« aw tost ma&l^ an* aot «jlSto oort 
«w any maey cor kIU va •»« dy. **** 

?te adopt isr, Naon'a augsastioa tbiit tte aow txaetittat «f rasaan^ 

^-^^^^ be presared to ocm 19 ^Taa itea «r ItST 
>«iere ais«xif loaaUy eut book oa eoota »vlou«ly alUw^Oe. 

d«3r ataMtaeata to fe* 8aalalor aad la ta^ioaee to tbt euistloea 

arwa la coet tyja oesAiaeta vim »» yo^ooa «• ilaallw IteS^BfSt 



ftex^era, «ltez« la ft naX iMgnr & mhmiMia&M m l^. 

^wtj, t&a al€alfi«aaa» «f th. 



fa^swlas aaotaaea at iba b«gtSKia«i «f tN» ZSiM^TiMiir yx^^aNA te^ 



aev Coat PriaolpSca avo la Uae vUh tha aatlgnal 
foUegr 6f aoaanngiaig laaatone^ aad nrfo1f\iMii>in " 





/ 



rsfcrred to aifeovtt. At ^ mas tiae, H i« ct l^east foevtiackBibl* wbctber 

b« ante -la '.aitter doouMo^ '. 

■ . ■ \-. siGkm 

Aetiag DinMter for ftmnoMMt MLiqr 
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U.S. NAVY AREA AUDIT OFFICE 

WASHINGTON 25, D. C. in reply refer to 

SO 

^ A6-7 

Aerojet Gen, Corp. 
Atlantic Division 

From: Officer in Charaei U.S. Navy Area Audit Office, Washington, D. C. 
To : Cocnptr oiler of the Navy (NCT) 

Subj: Aerojet-General Corporation - Atlantic Division, Frederick, Maryland • 
Review of Contractor's Request for Amendment of Existing Cost 
Reimbursement Type Contracts to Incorporate New Contract Cost 
Principles 

Ref : (a) NavCoopt (NCT) Itr NCTll, LlO.4, Ser;02958 dated 28 December 1959 
w/encl 



1, In accordance with the reference, a review has been made of the subject^ 
Contractor's books and records for the purpose of evaluating the Contractor's 
contention that the difference would be negligible between costs reimbursable 
under the new cost principles (as published in ASFR Revision Ko. 50) as 
compared with those currently incorporated in contracts. 

2. The operations of the Atlantic Division Aerojet-General Corporation are 
limited to research and development work and involve only five cost-type 
contracts with the Department of Defense. Annual sales for the fiscal year 
ended 30 November 1959, of $588,870.02, are classified as follows: 



Cost Kciubur sable -Type Contracts 

Department of Defense $185,378.14 
U.S. Post Office Department 321,047.66 
Total Cost-Type $506,425.80 
Fix ed Price _?2,444^ 
Total Sales ^^$^^870.02 



3. Review of the Atlantic Division claim, as presented under each set of 
costs principles, disclosed no differences in the amounts claimed, based on 
the Contractor's interpretation of reimbursable costs under Revision No^ 50 
to ASPK. Tiie Contractor has also expressed an opinion that no change or 
advantage is to be found in the application of the revised cost principles. 

4. Based on the foregoing review and audit of the Atlantic Division's books 
and records, the Auditor concurs with the opinion of the Contractor. 



Copy to: T. Vi^:^\ii^iiii} 

OlnC, NAAO, Los Angeles ACllMG 




Tbtt psogpfltt for iMikdiiag tte oaatrAei aoct prlsfidp&M m 

Ijbaai^ ftfUmxsi fti UK»» ^ • pMS iaUrvi«u at 1900 «t 

{ftdrloG asd st^i^sd additlossel iMtdkerooBiS infbrfeatioa fl»r eat 
hoop. Vift &L«o ditftrllMtfia «Q^»ft of w qftm^ion ud ciMiMr iluwt* 

Tb9 press isUrviw msteeed oa Mea^t ef « earar aote in UttX 
^B^tbs d9ra?ff»1firt to 1e90fi» He£lr«jr vet act 9rftj«st, ttea 

fts «tk>o« tMc iikien thai tbt S^rtatext ef M^au* will ooaUaw 
te lOiotf tlae «>«t of SM^ber^^ps Sa |yb%3^rlfig ors$aftc«Ueaff «ieh 
t.2W tbs tfmsMoas trm ihs 9m!sis&» of tla» ips^e* oerpft («lJW0t 
escclufiiim^y froa th» tesijisd* pt^t*) UgiUaeto oad to tba poist. 
tbfij v»f« parii^lerSj tffUrestod Sa tboao partieuliir oost ol«aoot« 

min ex- r0p¥«M«t«a o cftuagB frea sm«l jeloeiplos. 
1^ tfaa ooadwJiai of iUi i«*«nrlov, it aj^po^rod to w tkat tlio j>r»»a 
ves vail aatisfled with tte os^laafttlofie Jt olbodc vitit Mr. Cd« 

of our off los of ^teaie iff^rs Ud* aoraifig ^oltod tbo ooBaHBt tluit 
ths i>r«&» Istorflotf not off wrx voLU 

Z hst9 aseorUdnad that our awamwtwBMmt did not «i?p«<r oo oltbor 
tbo iif or Vr vSro* Wo toio ttot §m oagr frooo oovorosa ao tfat oooi 
l^ioelplot todigr* 

/V- 

^. lU tWLLOf 
Cdr« SC« ttX 

Staff Plrieiort Afl Bifli&Mi 
effloo of ftrofluriBiMt i«LUr 



/ 



SCHEDULE OF ACTION - POST PRINCIPLES 





Action 


Timing 


Responsibility 


1. 


Issue Revision ^0 of ASFR (Cost Arincipljes) 


2 Kov 59 


ASD (S8bL) 




issue iress Keijgase . 


2 Nov 59 


ASD (PA) • 


3. 


Press Inteznriev lay DOD Qpokesman , 


2 Nov 59 


ASD (SSeL) and 
ASD (PA) 


k. 


Advise Secretary of Defezise and Deputy 
Secretary of Defense 


28 Oct 59 


ASD (S&L) 


5. 


Advise Vlxite House 


28 Oct 59 


ASD (S&L) 


6. 


Provide Advance Copy of nev regulation to 
Congressman Hebert and Congressman Mahon 


29 Oct 59 


ASD (S&L) 


7. 


Advise Departmental Assistant Secretaries 


28 Oct 59 


ASD (S&L) 



8. 

9. 
10. 
11. 



Distril3ute Advance Copies to offices in 
each Military Department 

Provide Advance Copy to GSk, A£C, and NASA. 

Advise Industry Consultants 

Advise Trade Associations 




30 Oct 59 Military Depts. 

ASD (S&L) 
ASD (S&L) 
ASD (S&L) 
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CR 



MEUCBASIXBI FOR THE SEFOTI fiSCSOEEAHT OP Msmwrri i 

fiOBJECT: POWLleatlon of Our »wr Hpgnlatlnn on Ooaxtraet Oort Maeiples 

Ve ere new ta the final staees of ptftxlicatloa of our bbv jvoeure* 
laetib regulation deaiins vith cost prlndpleB uhlcax we receatly fliscussed 
vltb ydtt. It vlll te pubUahed on 2 Boveaher 1959* •t iflildi tlae i» 
also fio" to issue a x&ther crBnprr>hf*Tiff>ive press release. I taanre 
separately f omarded a oeoonUadaa to Mr. McElxoy (IbJ> A attached) to 
alert hln to our piaas and to provide hla vith a wgy «f press 
release. A cotpy of the press release (assb B) is attached for your 
Infamatiom In addition, I am providing you with a copy of our 
Action ffrfe^nl'* (Tab C) Uhich Indicates the lji<portant corollary actions 
idiich ve are taking. 



AttAchmenbs 
Tab A 
Sab B 
Tlab C 

Prepared by: JMMalloy/jm/23 Oct 59 
31377^ X-72026 

Coordinated vith: Mr. Baanexman 
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ASSISTANT SECRETARY OF DEFENSE V j 



WASHINGTON 28. 0. C. 



0 




CR 



SUPPLY AND LOaiSTieS 



MEMOKANDUM FCR THE ASSISTANT SECRETARY iQP THE ARWf (LOGISCICS) 
THE ASSISTARI SECRETARY (F 'THB liAVY (M^^ 
THE ASSISTANT SECRETARY OF ZEE AIR FORCE (MATERIEL) 



SUBJECT: Contract Cost Prloclples 



As I indicatecL at one of our recent meetings, I aa anxious that each 
of you be closely informed of our activities in connection with publicaUon 
of the new cost principles, f am attaching a iachedule of the various 
actions which we contea5)late in this connection. There is also attached 
a copy of a press release which we ejcpect to issue on 2 Kovember 1959* 
In addition to the acUons listed on the attadied schedule, I have 
instrubted Commander Malloy of ay staff to be in close touch with his 
counterpart in each of the servicies so as to keep him fully informed of 
our activities. 

I am sure that you will agree that the piiblic relations aspects and 
the timing of ovff various actioiis is very inpjrtant to this exercise. 
I solicit your assistance in assuring that we will have no breakdown in 
this regard nor axty premature disclosure of either the cost principles or 
our specific plans in connection with their issuance. 



Attachments 

1. Action Schedule 

2. Press Release 



Prepared by: JMMalloy/jV^ '59 
3m^ X-72026 



Coordinated with: Mr. Bannerman 
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DEPARTMENT OF THE NAVY 



BUREAU OF AERONAUTICS 
WASHINGTON 29, D. C* 



IN REPLY REFER TO 



Aer-CT-2 

3 Noveniber 1339 



Dear Pete: 



I thought you might he interested in seeing your 
words in print. Enclosed are a couple of copies of 
a transcript of yovir speech taken by a BuAer court 
reporter at the OtM- sponsored Procurement Lecttire 
Conference on 12 October 1959* 

Needless to say, because of the nature of the subject 
there has been a very limited and discriminating 
distribution consisting of several of our procurement 
people and the BuAer Counsel. 




S. E. RO] 
CDR, USN 



0 



Iim: layectcr for RwcttTMieB* Bali^ V 

Rx>bleg: «9 iprorlde an advance coipy fldT W Coctract Cost feiPC^jitea 
to the Ibtiooal ABroBQUtica aad fi^^aee Adal&iBtratiOB fW 
iuToraaatlOA* 

DiGctteeionj We lanre l)eea prfinrldiag BASA vlth a co^ of each aew 
draft" of the Cost SriiMjiplee as they vere being develaped. 
HASA has been vaitlng for ^ to take the lead la this effort, 
They feel tiuxt our ftrixiciplee as eurreatly develfl^d vill he 
copletely satlsflactory to mEA. We have had one aeeting vlth 
KASA repr«»eotatives at uhieh tloe they recaoowjaed that ve 
cfaaajse our reseaarch aaA develflrEHeret jrlaciple to ellainate the 
definltlco of heslc reeeorch aid applied reeesrch. The affect 
of this revisloa would not fehange tte substance of our 
research and developaiBttt prlaclple. They vere cQaoemed »are 
vith the precedent that our definitions vould have la fields 
beyond contract cost prlncipies. After a full dlecussloa, it 
was screed that 1^ deflaltioos nero necessary to enable 
SOD personael to ccBg^leteJy laaderstaad this cost prlnclp3aj^ 
BftSA representatives InUcated tl«t their suggestion was, fro© 
their point of vieir, desirabls although not easeatlal. We 
feel ttet our present pr^osal vill be completely satisfactary 
to SAS/V aaoL vill be used by tboa v^m publication. 

figc^s^^afttlcaat Sbat yen siffi the attaehed letter. 

Concmrence: Assistant Bccprtaiy of SeKenae (Ooag?) 0lr« Kli«arc) 



i 



Aznsa fiervlcw ftt>cui«aent Bsgttl«*ioa pa the wa>J«ct of 

ssu Cost !w»cipi«. ite «»iL?ni;*s*s^ 

ke aistritwted ofttclaiay «« Owwaea* apiatli« Office 
«ii 2 Sotraajber 3i959» 

I «a «iax« of ttaB fiact that our t««pective Staffs tanre 
Txjca workiag tpgather on inaiv of earlier draft* of tM» 
Begulfttloa. I m a&rlaea that the neif Ooat ftrlad^^ 
irtalch « h«ve aaofpted, after a& extended period of 
cod consultation with the aany ifiter^ta torolved, ere, mxsi 
few exceptions, agreeable to the Atooic Siergy Coraideslon. 
I thlrfe It very destrahie that the naay Govensaewt ^fftnri m 
mth a prlmry interest to this project be stfbstaatiaUy in 
e6re«»nt as to the treatBBitb of costs under GoveroHiMit 
extracts. 

SiBcerely yoors^ 



iDcloeure 

ASH? Bevlslcm , , 

Ctetract Oost Mneiplss Prepared hys J»Sanoy/jaA9 Oct 59 

3B774 X-72026 



Mr. A. B« ZaededEft Obordlaated vith: 

Oextsnl Kr. fiazmexnan 

Atonic EasrfBT flnmilMtloa Mr. Kllgore / 



Obpy)ii to; 

Mr. niMtt 
r Ifr. KUgore 



iivBms9d vltk 9e« «HPt«Sa i«|m ititfaia pi$^etaegA of B«fiHUMi aai 
eofteeraAd Wtsi ft i&en ffMMis* ll» kvv* flvM tattt^tf Bar* Uma 

idpJlfi«4Bt |»«vl«S4aMt« ^rbMoflljr Ite tlit ttsa^ijit ihsey nr^r«» 
seat # i^b6jB£pB £rett pnwmi p^itf ^ pftiUm^ txt mm if$M»s«l fe^ lafistfisy* 

foe* i» «Qst«««istejrwB«ii% cM(l9«et8 «id wiJl Ita ite for tf» 
Wrsiftstioa ef Utsa'^mte* tl^ stXl imrv* M yai4*i^ la ^ 

iMaMtloii vtUi fSxa« «t ip^^MrcU AtvUlaM ilMrsef ttet work i« yaterjUy 
' idik Ub» GnwrasMi* XttSMyy ^» w%wun$Xims m i m xi d ag this f«e* 

m of flU MBMnad. 



J 
i 



v«a8(meM«. Vtaas, oob^ssUob Ai^MdMii or Mftsarvd tor profits 
it Bot» f«r «•» wwllw t W* * 

of «Bcour«eiofi roamrdi oaft dowloiaMWtf i» pwpooo to FvevUo for 
•eoepUnoa «& anemSOo ootU, •» Of « ooatoactor** i tttop tt to at 
roMerdi* 1^ vlll txMt Mo in8^pott$«at doMIeiaMBt oooto oSallozSr 
to tiao oxtoot tt»i tlugr rolato to prodooi Xiato for lAUh tlio Gowiouoirt 
Itto ooBtreeto. aestrlotloM oro proirUod, iKwotort to lisdt t^aooMto 
to r«wiibio awaato «ad to prowot mmtrriotod AiiidloatioB of ofTorto 
iA tte oew OTM Iv ^OtToroatt ooBtraoftoro* b rotwa f or ow mppwt 
of carroBt roaowA |»o£r«w, no idU itot ooeo^t olaiUr oooti iMmA 
19^ tlis «wtro«tor ia tlio post* ONWk ttetfi^ m Mgr toooifo mm of tfco 

WoofitS tlMTOOf. 

5. fflffiTT ^"^'^ Pt««>lio«aft latostiy fcas lye objoctoa to oar 
dl6aU<nre&eo of C9rt«la itoam fMtSb. it oonoiaors to bo tortstl propor 
coffts of doing tasifiooft. Vo ndntaia tlie positi^ tbai» for rooooao of 
mfiatc pcU<9» «|Uitar, or sbMoeO *P boBoflt to the OowmoBt, wo Osam 
ilisaUow cortaia oosto. I««g tlioso oro ooatribratiowi «nd «osatioos« ia- 
torosty bed debto* oad pvoduot sad iastituiioa^ odvartioiag* 

Ve boOUow that to try ftothor to rosolw the roaaiaiag differooooa 
vith ioduatiy sonro oiOj to dolagr this whA aoeaod fuMencc and do- 
prlw aa of tho boi»fits %bielt »o ocqpiMstod to flow ftpoa it. «o vMth' 
pftta tbftt tfco ioeuaaoo of tbsisa oosi {ariaeiplos roonlt ia greater 
tiaSdaraJty of troatawot of ooair«otori, wro offooUiw tad ooonoaioal ondit 
of ooBtr«ctor«» oosts, oadi 0 too orderlir prooaroBoat proooos« 

Ob« pooslblo burdlo, jot to bo evoroooo* is diooosoioa of tho priaol- 
piBB with tho CcKptrollor Goaoni. «Wio it is vitMa tho arotbortty of 
So?orta«Bt of Beftoso to is«ao saaai rogtfUitloBS nitbowt roforoaoo to tbo 
Gosorel AcoouotJag Offioo, m roOo£aioo ito iatorost* Booofl apea oenaostts 
of tho CoaptrolXor Cuioral oa oazliw droJCts and iafOvnaX itoff discasoian* 
«o Itaow that bo foiwfs o «iA too rigid oppUootlwi of tbo prlaoijOos to^ 
OH oonlr««t pricing ^ oa o^rooA nbtA ladttstzj sad mgf of «J'»«J^ 
ronovo bsr^iaiae firon tbo AOgotiatiea proooso wd rosiat ia toww aa ir iaiag. 
tim potsibUity osdoto that ho siQr bo crltioail of onr ofCbrt* Boiioto* 
Hp, KeSeU oaS X ploa to diseass tte aattor iiith Ua oo £3 JUy to p^ai 
out tbo roooofio idqr no boliovi m «ro prdposii« tho boot possSlOa weamiax 
at thistiao* 

1^ pooitioa, ooocarrod la Igr Mrv lh«^ 
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ii that prinelpl«ft OweOA be ptfeUfthwl Uk tbe Azaed S«rvi«»8 
Proettfioe&t HegiOatiia iivMdiifUiijr* ta Weong iifijMtlvB oe X ^uBstn^f 



^> Perkins KoG**^** 



Prepared KK mgore 7/8/99 
3C8d5 X763ZL 

CoBeurrenoet 

Mr. MdleUU__ 
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KEUOBMBJOi ra 3BE flBCSQOIISr OP 

SIBJBCXi MhliostiQo Of Our JkHt BegalitttoBi on Oootnict OMrt MndfllM 

Ito bave aoir ccsqpletoa tm voA in conoecticttL vltli tie paMtcrtioii 
of a revision to ^be ianaeH flsrvioea Ikt>a2ir^eBi»t fi^iSxtioo «ttli 
ocatract cost prjUiclplest Ihe r^gtidjatlon I0 beix^g printed hy tte 
(toversnesat ftrinting OdCrtce and idlJL dlstrlbated to tfas liublle on 
2 Ibvember 29^, 9t lAlch ttse lie jplan to Issns a irew relaoaa* A 
copy of tlie prau releade la attftcbed fOr your in^imtlcNU 

You vlll renlX lUiat ne dUeiisMd tbis tmi x^iiation at oow 
lex^th approxlBiately a year afip* Surlog your x^ecenb aboenee^ I 
pro^rided Mr. Gates idtb inftematlon as to our current plans* Ve ean 
expect Moe advearse indtistry eaoDMOt* Ooogressional reaction sihmld 
be ftnrarabla* 



Attadsaant 
Bress fielease 



Copy to: 
Mr« Gates 



Rrepared by : JMMalloy/ 

23 Oct 59 31377^ X.72026 

Coordinated vltb: Mr. Bannerman ' 
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K8«>BlU!Sm FOB tSE ESCHESm SOB JUNT 

fEHSt Sbt Assistant SecMtiugr fif 'Ite Aav 
KEIK^AlBXli FOB SEX SSClSEZABt OF fBS AVI 

SERff: She Assistaat 8«ez«taiy ef tlw Avvy 
i®SOSftIIZKM m m SiCIS2^ or SHK 

IBSUt She l»)AMr Seamtazy of tte Mr ffoaraa 

COBJSCTt foatxaet Coat P ytirtp1aa » 

Kefereoees: (e) Ssetioa AxmeA Bendcea ?ztMsux«9eat fiegulatloa. 

(It) jaibit letter Ita. IL2 dtd 5 M Om of Caatmet 

Coat Prlnelfiaa« 8aa. Vf, »S3S&, Mtt FaraonB«I« 

1. Your atteotlca ta lavlteA to the jfrenrialotta of BBa»jsreqpli 15*101 of 
reference (a}« ^rda It ia provided that tba Ccatx«ct Coat Prlactiaas 
''abcOI W foUoved In i»^¥»^tl"'^ vlth all e<^rtr-raiinbia«cs«tt tsfpa coatracta*** 

2. During the davelx^aeat of theaa principle, Inflastxy took the 
stroae poBlticm that tiwy Bftsat not be appliad to contraeta other than tboae 
of the co8t-rel«amroeBcnt tsp«i Md vaa aaasred that tbsy mvOA not Va ao 
CQ^lied. 

3. However, la the ah8«nea of wort aulteSale coat prlaelplesj, and la 
order to pxovide tBOforRlty froa aa auditing vlevpolnt, all a»dltora 
\8atdDr tbc lurledictlca of the Ant^y Aofiit Aefciwy, of the Bftvy Coat 
Jaspectloa Service, aad of the Air Ibree Office of Auditor Oesena 
have beea laatructed by s^fereaee (h) to we, cass^ la certain apeclaX 
circuastences act fbrth therein, the Caatract Coat Prlnelplea aa coat 
atanaards for the preparatloa of advlaoxy r^rta to Ckntractlog Offleera 
In eoaaeetlotn ifith flxed-prlaa t^pe eoatraeta. 

k» All CoBtnctlns 0ffia«ra and otttare Isvolvad abcmld be aqpaeifieaUy 
advised that tS»re baa been ao ebaBge la the qp1 1 c at l <m of the OMt 
prlnelj^Lea for purpoaea of deteasdalag allmialiTe TOsta frcoi that aat 
fOith in itaasJWpb 15-101 of iwXaraaca (a), aod that, therefeia, the Ccntract 
Coat Frlncisles alttU aot W «a^ ia AagotlatlBS pncaa vndar flsced^^irlca 
cootiaeta other than <l) for tbe puipoae of pr^arlne advisory reporto aa 
referred to in paxssraph 3 l^bova aad ^) by the Cootraetlae Offlaaxa to 
the extent they da«B it adviaeiiaji, as • «ax9dac gttUfce eoly. 
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C0VERZB8 BR3ZF 



10: She Asalstaat fieeretaKar <»f SefttaM X^eUttes) 
jBOMt lawctor far fc«eu««BBfe ttt^ 

Rt^ileat "So pjwidB la •dvoaea cojy of the sew Cost mwsSplw tQ 
OoQgrefifiisam Mahfiti for lBfO(mB.tla&. 

PiecusglOPt 5ft» attached letter to Cbofipreseaan Mahoa la d«fil^»a 

to afford hin vith a» advajvse ce^ of the acv Cost Arinc^lAS* 

Ve bave m conaitBent to cl»Br our princl^e vitb tlxs Smue 
Appropriatioae OoBBdtte© prior to tlielr pubUeatloa. We feci, 
bowever, that ahouM give the Coesalttee aa advance cog^ 
as a mtt^ of ooortesy la vlsv of its sustained isterest la 
this aubjeet. 

Ftec oQgieadatiCTx: tS»t you Si©* tba attadted l«tt«ap. 

Coixgurrence; Assistant Secretary of ISelteoae (Coap) KHfiore) 
Gezteral Oounael 



' Sear Mr. jnaetei 

I m twl^^oj^e •» «*«»oe coRT »f « aawlfilott ©f the Anaed JsrvloM 
Srocureoextt fiegulatloa on t&e subject of Contxtkct Cost Vriaei^lM. , He 
ea^ct that thia ltevl»loxi 1» Aietrltaxted omclBUy the Cprwfmeit 
Htlatins Omoe oa 2 aoveaiher IjjJ^. 

ia» Uepartaeafc Of tefeoiw bas teen aeveioplng « ravlsiAo to <nr 
ftocureaettt Befiulatliaa Vltii »ea3p«ct to Oootimct <Do«t Pklaeisles for « 
cqnelderablB period of tine- Boii«ver> as X aa «in* yout irlU recognlae^ 
this i6 a highly coB(pllcated and coatrpvcraial aubjcct aad one which 
cenerates a vide Tariety of fliffcrent View aa to the treataent which 
ahould he affarded each detailed coat eleoeat. A» a result, the obtaia- 
Ing of a degree of agreejaent on this aet of 098t ArineiplM haa heaii a 
slow jorooeaa. 

'Q» Departaeat of JpsfetuM has te«i uadsr ooosiderahle pressure fm 
several OUigreasloaal Oacsaittees to prooaulgate a eoBoprehoislve set of 
Coat Principles vithout further delay, tor am. part, I an comriaecd 
that it is wore iaiportant for us to prceaoleate our current proposals 
vithoat further refliKiaent. Ve vlll, of course, looJc fomard to any 
chemges vhlch nay be necessary after w have had esqperieace vlth these 
Principles. 

ye have sffor^ted sBipie opportunity for Industzy to provide eocsnents 
end sufioestloas vith respect to this new Regulatioo* «hile us expect 
that Industry vill reaala ^uite critical of the new Cost Princlj^les, it 
is ny fBeilng that ow present effort is the prqper course of action for 
us to talce. I feel sure that you will desire to Incorparate these 
Contxact Cost HrlnclplBS Into the Jtederal ftwapsneat BegcOation. In 
this cota»cti<m, we have been Ih coosultatioft at the 8t»ff level with 
the Ataalc Ebergy Oaanlssliain and the Rational Aeronautics and %»ee 
Adaioistratlon %ho have both Uadioated atibatantlaX agraeawit with w 
new Hegvilatlon. 



Xttcloaiare 



Oontraet Cost frinclplea 



ft^pai^d ly: OMMftlloy/ja/l^ Oct 59 
3^77^^ x-72026 



SDQorable Fnnklin 0. Ili>ate 

ABalntstratosr 

Gensxal Services Adnl nlstratlon 



Ooordinated with.: 

Mr* BannerDBn 



Mr. mgore 



Copy to: Mr. Pilson 
Mr. Eilgore 
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GenftiaX Snvie6« 43Qli3ietr«tSoa for lalmatloa aai ftar possible 
use ia efisatdctioa vtth tie MieraX i^racureiBe&t Begulatlcau 

KjBeucalon: She Oextena Seryleee AftalolBtaratlon l9s Ijeea sware of 

our cdotlmlfig effporte wer the pest P^veral years to resolir* 

the psxM&as yMxsh. imre aceoo^Azded our effiparts to pof orn i lgrt e a 
ccEQercihenslve set of Cost i^rlBCipXes* Tbisf Im not tal»n oa 
acti-^ part ifx thl* project* preferring to acuait tbe otttecoe 
our effttts. S^psrtiKot of Sefosee is tbe prSaaxy user of 
OoEft Mociples la (Skaverna^ altbou^ haOi AEC and tASk nill 
bsve use for Cost ^iaeip3«s. Use ^ other Governoent agencies, 
incluaing GSA, vill te iaeig»lft<wit, 2fee pwanpcwe of this letter 
is to advise 9lr. iloete of tbe ve8«Q.ts of cur offorta. 

HeooEBaefaaatioo; TbtaA you ui^n tbe attaebed letter, 

Ocmctarence; Assietaat fiseretazy of ^etema (O0B9) (Hr. tSO&xet) 



SearKr. JobOMn: 



' Z an iael»i»9 •& ttfiyanee cofy of A Bevlsiea of the 

Contract OWt Frlnci]il«». 1*e ta^ct tliat thia BevlBlmi 
Vill t»e dlrtrilRited omciaUy % tl» <»»ve«B>ent mntlne 
Qfilce oa 2 Soveobear 1^9* 

I am advlacd tbat anibera of tbe SAj3& staf!f liacva 
yevieved earlier drafts of «ur new fiegu3Atloa and have 
expressed the view thai tbe&e Opst Principles could be used 
EASft. In view of the fact that both and the Itepart- 
jaent of Defense hove laaEQr tscEB»n contractors, puxpoees, and 
iKterests, 1 think It very dc;sirablc that our ^pprraach to 
costs under GoveroBEnt cootracte be pazaUeX to the mximm 
practicehXe extent. 



Slnoerely yours. 



IzKrlosure 
ASm £evi8i0& 
Oootratst Coat RrlBeip3«f 



QaoeataX Ootmael 
ifetiosMl Aeroaautica mA 



1^ E atrcetj m 



Prepared lay: 
jMMslloy/jni/l9 Oct 59 

3Dr7^ x-72026 



Copy to: 
Mr. Pllson 
Mr. Kllgore 



Oodordinated vlth: 
Mr. Bannezman 



Mr. mgore. 



ABTZCXE as UBS ViSPHSSnmS OF SEFBBSB 
BSVISIQN OF IBB CanTRACT COST HUKUJH^ C<Sn!AifiED 

. SECTI0I7 3C\r, PARES 1» 2 ASD 6 



Qjr Edvara. T. Cook 
Contxact Audit OiTlsian 
Office of the ConqptroUer 
of tba Mary 

27 Sovodber 1999 HMMngton, B. C. 
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PSPAIgjS^EST OF PEFaSS H3BIJSHSS BSyiSSD COKISACT COST HTOIHJSS 

12ie SKfblleatiaa of fisvistaa So. $0 dated 8 Sovester to tlie 
ibaa»d eezviees Br o c mtaaen t Be0ulatlfln> the SepBrteoat of Defbsse tea 
ifisuad a aofir aet of eontraet ooat sciaeiilea fttr use in eoBneetiOB mth 
aussly aad xeseaxdi eootzacta with ecnnoacial oorBBaalaatiana. Sfaa aav 
priaeliles idlX veitflaeo tboae aoir la the Aeaod Servieos SMourenest Beea- 
latlota eaU thsy my be tednleaUy deaerlbed as a revlslcsi of Hie 
foxtocr cost prlnoiplesj tb^ are> for aU. sffeetleal pusrposes, a oev sad 
quite differ^ doeunoxt. Samnr, iasqOtr as asplieatiaa to cost rein* 
bursoccsxt typ3 coatracts-ai^ eoceezaed, tfaey b^p^ to reTleet generally 
pest pcrectices rather than ai^ extoasive tiben@e in polic y* !Ehe OTigiJoal 
Sectica XV, Pfeurt 2 has resaloed in effect jcaetically \nehaa0Bd for ooro 
than ten years. She text of the acrv prlaclples is iacluded In the of- 
ficial xeleeses depsrtacst of this issue* 

Because of their vse in conaeeticn with fixed price t^ contracts, 
even vltiiln the lisdts specified therein, the aev prlaclples vlll have 
a such broader ispaet on tlie busiaess eonaasity than the old prlaeiples 
^bSxik vere deslgaed for use oaSy in eoaneetica idth eoct reiidnffMBeat 
type eontxBOts. Sae mv priaelplies idIL be used by both audlton aad 
ecBtraetiae officers of Itae Bllltaxy depBrtoaats as goides la tlw pro- 
paratiOB of advlsoxy aeecuatine r^oorta and ia the aegBtlatica and ad* 
adxiistratioa of fixed prlee l^pe aoatraots idiexvrsr eoasidanitloas of 
eoatraetors* cost data are lnfoXvoid. ilnaae the altuatloaB vbere Hbsee 



VFiciae of incentive eontraets, teadaatlon aettleDoats^aad^jtaltial 




prlcijaa actlcais,A«lM«>» the snoBite to be paid to 12ke ieantXBCtors arc to 
be jaea^ytiated to ft sUbstaatiol OeGree «n Uie basis of ststeBoats of eo0t* 

9he Bov prlae^^ viU alao vse&j la tb© saase aattMr as 13ie sa/l 
OBies^ in veqpeet to cost relsibuxseaeaxt l^pe eontanetai that is, Hiej iflU 
be Sneoxvonted la tubh a s r ewusnt a a* tba basla too: detmrtnlng aUoiRdfle 
eoata. Aa to eost-niJBbunMBaat ^fye •i;ft»eoat3e«etSi saxneraih 
Xtoito tbs SDOUBts 12iat ny be paid to prloe eontxaetors, oa aoceuat oi 
dleburocaaeot by 12>ee to ou(beontx«ctors» to iSotm anauats ibldi aire 
allowalile laider lihe aa?p3icable part of 8eetiai XV. It vUI -ttierefore 
be prudeat for priaae caatractors to iacorpoxate t2ie cost priaeipilss la 
any eo8t*zels£nir8QaB»]t type sifl)ecaxtz«et8 eatexed tato by t2iea. 

^Che iBzportaDee of the aeir priaclpSjes Aould not be overlooked <ay 
certified p&XIc aceouotaat idu bas elieats eaoised ia eoatxaet work for 
any of tt» nilltaxy deparUacacte* It is auGgested by the writer liiat My 
sucb CPAs carefully study laiese pdaclples ia order that ^aej aoy be able 
to lafoxia tbelr elleats of the probable inpact oa their ecntvaet ae^ 
tiatlcQS aol xeioburseDents. 

She effective date of the wnt prificlples, VaaA i», the tlste iftiea it 
ifi aaniatory that ttey be used ia eoBieetlaa vitli aav cost igrpe ecn- 
traets^ is JUly X, 3$6o. Bouever« as ia lbs ease of otiter yraeaoMBt 
re@ulatioBSj tiie use of tlie prlaeiiSM is aaxtiiorisad eoBBBaeiae at OBca. 
ttkloUbtedly eoasidszatiaa «111 be gliraa la tlie amr futuro to itethsr or 
not irf1t*^hc ooat-veisBMrBeaBBt type ooBtmBta caa ba anated ia canlar 
to pnrrant a altuatioB vbera two AiffaroKt aeta of eoat priaclples will 
be ia effect vadtor diffexeat ecatraets vilii the aaoa eoivsay for tbe 



0aae period of tine. The aeceosi^ for detexxsSaing eosts vadsr two 
different aots of ru3«s could Xaad to eomidezvible diffieuXties^ pcotieu* 
loiOy itt the ovezSxnd vtmu 

Zt say of Sstex«8t to note that Ite aev jrineljptles do aot k«m13» 
tbftt coctaMStoons or pro^poetivo oootsnctora si2adt tliei]^ cost pNMBfci^ 
tiocs ia ccofoxiBitgr tbemdlb. EoBe?w# coBtraetors idio pr^are eost 
preoeDtatlcau ia aroocdaxkee iHth tba nenr ssincisa^s vllX be lilccajr to 
benefit frcBa a reduetian of audit tine and laterferesDcey aa veil aa ex- 
perieasce feuer reqjuests for account analyses aod data breakdowns as con- 
te&qplatod by para^i^iSi i;>-503(d). S» principlea do« as above Indicated, 
reqpjire that cogatroctm^' cost jresentatioBS be ev a l u ated 1^ adlltary 
departs^t aitlitors ani eootrscting officers under tbe rules set out in 
the docuDemt^ but in respect to fixed price eoatraets tibey are c l e a r ly 
Indicated to be euideliaes* 'gbere ia veil vozded eoverags of this latter 
point in I^rt 6 of the principles, 

The relative pros and eosifi of requiring the use of cost principles 
even as a £^aide in eocmectlon vitii fixed price types of ocotraeta can be, 
aai baa becn« debated at length vititkia both Hie Separtoent of Defease aai 
Ii^ustzy. Uhile EPoS. atgmsocks can be aade on botii sides of this gueetim, 
the veidtt of evidence, that a real need exlstefl for ttu^ aav 

priaeiples. lacideataUy^ they are Utely to jarove of emslflirwCSda help 
to contractors ia sUboittiae thsir pvlee propoaala la tiiat they vUl teov 
la advaaea ^ la xespaet to the nXbesr cenprdiensive list cf coat IteaM 
treated la paraen^ l?-2(^# tbs attitude of the Departaent of Defteae. 

Scoe people have found it hard to vaderstod lAqr thffire ahould be a 
peed tor a set of eootxaet cost principles p vib l lchffd by Mie SepartnEatt 
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of Scfoose^ ^Bcpt pocdbly for coet typa ecntxacte ctod for oettloaGDts 
of texiaiaatictts vlulsr tixA price type eontiaetSt Ttney have ptdated 
out Bon^ tlBss that after all ertroiirtiliic prtirljfTm «e mibsr ««• 
tBMIfhnrt V pihllcationB of tbe AaerieeD Dadtitote of Certiflod Mhile 
iU»ointant8^ •»:ountliis text XtocSsB, tbe Inbexaal Bevenue Code« veffda- 
ticBS of tbe 8ac« ate. iOao^ la t2ia fixed prlee ana it la a jtrlee lAibh 
is to l>e aesotlQted mA, vblle cost eosisideratiGBS aBgr# aod freviestUr 4o« 
ploy an logportant port, tbe jPoaL cibjeetive la a aulMally aatiaftetooey 
total price valher tbsa tbe AetesastBatien of tbet aeeeptaMlitgr of laOi* 
vliual itoisa or types of eoets* Uiat tbie line of argunssit orerlooks Is 
the vital fact tbat bHUoBas of doUara of dofanse egjepflltttrea are 
vnlnr types of eootracts \b&vo, in tbe lost aoalysis, tbet price Is de- 
peniGot dxlcHy upon bgubooc's evaluatiaa of a aet of coat figares et;a>- 
sltted by the ecDtractor* 

Viaat tbon are tlte basis nauscos for prccBilf^stticii of a steaidazd set 
of rules, even as a guide In tbe eoosideratioa of costs IftmUng to the 
aesotiatiaa of fSaoed prleest Bo doubt dlfCexeot ladividuaaa inuld give 
soocrubat different aosuero to tbls q^estim. But tbe cblef veasoos, in 
tbe vrlter*s ttixA, mt Slrst^ to fill tlie grtfliam mnaak IrrtKartirtl la 
the prsisadlse para^asb; aecaod^ ta aseure eraater tadfcasaity la tbe een- 
idderation of eoet tfarou^uut the larloua mA mttier apuBsroua eoaponeats 
waA acbelona of tbe SepartnPBt of fiefieaaa; and ttalxA^ tbe avtialiaatiflB of 
cost iraatiiiBut atBOoe ^ dlfSteoBt types of aootmcta ao Hbaet ao one type 
of contract vUl be aove or less a l lwetlv e to ^tber tbe eontnetor or 
■Vbe Goveniaeat aoQLely becaiMft of a different ^pproaeib to tbe aceeptoOilllty 

of CMtS* 

k 



In tbljokizis over tkU jcraSilsni it is isvortaot that the reader 
soGtllze tbat ve are sot taUdae about fixed price contraetB vbere tbe 
prices are egtehllfthrd as tbo result cdt fteaal aftverttsiiig* Sia vae 
i^ost priasliILM UDder tteee ecotiaeto is largely linitod to tendaatioBB 
vitb oecaalfiwl InatBOKes cf use la aegotiatSfie revioed jrleea teoanaa 
of cibaaggs to wck or gp ec i f Icatlaas oraor O M»ex ! Mauat » 

Aa ^ provialotB of tbe asw y1nft1jili*8i iSt» vordiag esa anA does^ 
to a Jacm extent, apeak far itaelf • Sas first tSaiag tftlfih vllX te noticed 
l3!y anyone eocsarlas t2» aev prlaciplee vith tbe old id tte greater leactb 
of tb3 docuscnt. As viU be aeen traa a perusal of tbe text, this ia due 
prixKlpaUy to tbe eaopaxatlvely axteasive tr e atmi t of each of the ae* 
lected eo8t itoss in place of mte Hf^^^tr of mm^m of allnwrihle and 
^^7ir«n>.i<> coat iteos vbicb vere used in tbe 19^ versisn. 

Of particular ai^ilfleaaBe to any proapeetive cantmctor ia tbe fact 
that acbvanoe u»2erstcaklin^ are suggested in poragrBph 15-107 in reiqpect 
to any cost Itcsas vbicb noy be difficult or oontrovcrsial in the case of 
negotiated fixed price cantnete, «a veil as tnOer coat reisabfuracDent 
type cootracta* 

Qie discussion in na^soragrapba 19-201.S, 15-^*3 eod 1$-2Q1.4 ia 
auGOssted for caxeful atudy siaea it la to tteae aiftvaragrasha tbat 12ie 
0saexal eriteria for dotsaitoiae allouBbility are set fttrtb. Sie defiai* 
tioc of reaaoiMaaeBaaa, to wdbjm&a^ Vf-SCSl.i, ibould reeeiTa jarticu- 
lar atttttlm baeaaae tbta to lileely to be tbe key to inst cwUw araial 
situatiaia* She nev prinsi^lea liriae out qpecifieally eertain aapeeta 
]0y8 iteca liezotofare eonaidered but ifticb have not teen a past of 



the written reo2Xatioasj ecu^ aa, lack of am*8 leneth tvxrg R lTilns , loclc 
of coi^petitivti vestrslntSi snl mibstaotial Sacraao&s ia sucb itaas ae 
imlnrf«*f ccoc ur re g t trttti ttao ccnGMDeeBmt of Qg&ra^isMm w&er GgnrsBBaeaat 

Old eoEQeaativcay cocteaasife Uwltaaut of dlreet eosts anA SBdlsvet 
eoets^ in loxa^raibs l$-aos aod I?-203 vc^peeUvely, vefXects oa cfTort 
to deal vlth thi^ fuatoBBeotai ai^eetfi of eGotx&ct oostlafi; la a wairt 
dcflaitive aonoer tbaa heretoAws* 

A ^rlcf picture of the tre a ta eo t of i2i0 seleetod cost itaiss coveroi 
In paxaips^ V^-SO^ of t2io acv yrlaciplcs is prseantoa la the fom of csa. 
itesD by Item diart %&ich lo yriated en sagss aai « 

A disciissioa of tbe obaages in detail as betueea tbe new principles 
ani tbe older version vti&xt Taeccen ratter laa^J&t^* Oils is teoause of 
the QxaXky expand eovoxa^ of the seloeted cost items. BBwever^ 
there is induled bcOotf a brief discussian of Xti& more siunlflrnnt 
chanaBS: 

Mvertlslns (para£yaTai 15-205.1) ; 

"Hv* f^ncr priocistles lljBit*''' p'^imiMft advertising in trade and 
tedmical JoumalB to ads jlaeed for 12)e purpose of offering fiaaneial 
B^jjpcrt to ia»e ^ouxnals* die qpedfio veq^lYweBt as to flnmfflal 
st;^po(rt telag 12» purpose of taie ads is ao loassr iaelaaadj liowrv«r» 
this does sot iQpear to ie^ii ' us i iiat a tBanm sol&ear* Ste xevised vbsA- 
In^s Should diiBlzttte tbe coatraversies iftiidi bocve aflsrtlwftff ariaon la 
tbe post iAka eontxaetOQca vera aoafnated vltii Ite aeoessitgr for proriae 
that portieular adrertiseaents nere placed ooly tof tbe pnpose of 
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offcrioe financial gugpc a r t of the pilaHrBtlfln la ^isstlQO. Zt vlU te 
noted ^t fids yttidx offer products oar servleefl for Mle axe uaaUoHsSile. 
Specific jrovision ia also aBde for allmwnnft of Van coats of sartieifa- 
Uon ia «:diiblt6« agtda viili tl» saravlao tS»t Ibeaa aavenaas vUl aot Isa 
alloued if iprodueta are offierad fior ia3A« 

CcBpaMatlflp for Btsroooal Seryleea (gjnagtgti 15«ao^.6)i 

fhia aifi»Ject has hom tnatad axtanaiveiar tet firoa tbs ttadvolat 
of actual practice there acre fov chaooes of itf^dfieaaee. Zt asy be of 
Interest to note the liisitatiOB in (a)(X) vbiab zestriets aoounts allo»» 
able to llioae idiiA are peznLssiblo under tiie latanal Bevmaie Code« tbe 
prorTisico for aUoyonce of eaqpeDsatian to partners and sole proprietors 
vbere stnriees are rendered Iqr Unm in (a)(3)t and the nnallcynadlil? of 
the coat of stock optiois in (e). ftllmnmrr of aan agaaent es^Soyee ia» 
ccQtiYe eocoicsisation; i*e., "profit Staring paans", is nov defiaitc3jr 
provided for la siibpatBsrasli (a). 

Depreciation dcrosmih 15-205 .9 ) t 

&ibpaxa£?«iph (f ) pezmLts aUcKaace^ uoder the cireuostanoea 
deiscribed therein^ of a use c^aoree for fully depreciated asaeta vitiiout 
a specific contract proTiaicn* 

Interest and Other Finnnfflnl Ckists (paraaraifa 15*a05»17)» 

9ha disaUowiBoe of Interest fOUom the trnflltiCTwI yattam 1«t 
it is nov aactented to tenatnations %gr veaaon «f the agnlieahility of the 
nev prlxelplea to those situstleBa* 

Losaes en oa»r Contracts (garagaA 15»a05»19) t 

^Ww> vordiag on this itesi has been sB^plified and atrengtheaed la 



oxdcr to rv^t* it unDl6ta]sa'b3y eLsar that » Iras uofier axy other eontsaety 
reG^3:^31e&8 of its type or purpose^ is vnaUousble. 
Ijaterlal Costa Cuaraflnath 15-g05.g)t 

(l>) Ibe last aoDtense thid nftiaraen^i eantsdas speeifla 
eoTOzuse of eases i^bsTe eootxaetooM are unable to tate ea^ diseaats 
Ije c auB o of eixcuastanoes uoder iftiibh it vould aot roascnsAAA to 
esqpcet 8uc3i discowts to talBai and. prarides that tbese lost tflsecuBta 
used not 1)e crcdltol to c«3tc* Sbis has lieea a ccsxtrcrrerslal poist go 
occasioa in the past. 

(c) 2be vosdlo^ of tMs s^paragrash does not eogxtaln 13ie prcnrlso^ 
tih-tr>ii vas la the prlncijleSi to taaa effect tJjat ianraatory od^wstneatB 
cou3;i aot Indude "vrite-doaua" of roisna. This iaclusion vas aot caused 
by a chEaose in viewpoint, Ijut sis^ to ieco0E»iae the liact that the la- 
veatory adjuatacmts hclns discussed annate only to the diff erezices be- 
tweeai itsysical iBveatorlec aai hoolc InvcsitorieB and thcrsfore *S»rite-up6" 
and "vritodouns" of value axe not involved. 

(e) Obere is nsnf specific provisioi tor aceeptasee of duirses for 
inter aai latxaecnipeay traasaetioas on a price basis la^r the eircuc- 
ataoces outlined ia tiie aev prlaclples. 2b -the Old principles, the prlolae 
of such txsnafers vas aaccg ii» iteos susgested tat spedfle eaBtcaeiaial 
eoosidsration in %rt 5* 

Precontract Costs (w anraTfa 15-205.30): 

i^ifie pt^vlsioa has aov beox nSe for aUowaaee of preeontanet 
costs to the extent they voulA hove l»een cUowablo if iaeazTod after Hie 
date of the carfcisct. It viU be Obserrea that this itco is also cn ia»c 
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list in pGcmgrasb 15-207 q£ items TO^tttUng ^tdxHx t&nme taactarstaQoUaep 
are suosestod* Bceriously^ pre con t a nact costs s^egaired a specific ecnp 
tract pravrisiaa to be a31owihlft» 

ftrofessicpal Service Costa (gBOfagraA 15*S05#3l)i 

asir yrfnclplfts provide tbat vstaiaer ftes aay Iw aUoMd if 
supported Iqt ertdenee of booa fide seivlces available or rcodered* 
Fonserly^ it had tesa fiieoeiifJly lield tbot rctalacr fees iwsre allosGihle 
on3y %A^re services ve3^ actuolly nsEifiared* 

Bcntal Costn (porocmTfc 15-a05>3^) ; 

ISiy" sUbpsrac^TQ^ (t>.) rofntrils on an ixitcs^cocisxu^ or ijxtcrlivislOBsil 
boDls arc llxttted to ^ nomsl costs of ossiershlp* 

Hio linitatlcsn m sale t£o& learobocls: ag r o m casts in si&sxmifTQiii (c) 
cftioiCLi ix^ notod* Shis mf^ roqpixcn a e cu trac t ywl sloo top cay allousxacc 
to bo x£ide ixi excess of nortBl oisiersliip c<xrts. 

Besoarch aad Dgvelopngnt Costs (pamgrggh 15-S05>3^) : 

Ixn^rtatit siib;Ject has been treated et considerable length. 
First <tf all, deflaitlonG have been provided for iDasic research, apjjlled 
research aad dcvtslqioart. fbr costlxis puz^poses, hcfvever, Gcly two 
catOiPrlcn ara cstQblls!tked; aaaslyi coatracters^ iadepeodent reaeardbi 
and coatxuctors^ lisdegpaodcat devdoiDcst* BotSx cateQarlea are aUouctblc 
vltiiiix the 3 Inltaticns aad eub^Jeet to the criteria stated* 

Ooe et£&st of ihe sieir jriacijljes irllX t»e to aUUv ecotxnstors 
iadepoodsat research vlliiout the specific CMutract piwiaioa trtilcSh vas 
SHsqtuired under ft^ old prladiOjss. Xn additiai^ the re is provislai la 
siibpcura^pnE^i (f } for costia^ the ccostractor^s reseritrdh cad dcvcdoficcaxt 



e^iptsaditures^ froa t2ic staz^lpaiat of appUcatlon of indirect aa^ adaittis- 
tratlvc e^p(3uscB to euch eoets^ In coBfomLI^ vith t3io arcoun t to g proe* 
tleefl estfliMlitfv^ Isq^ the ccntraBtar* A Xisdtatlca lias been l a ohrt sa ia 
njbgpsTBsraib (g) iftddx nJass xeaeor^ aal doveiggDent oosto lacumA la 
perloas prior to t2» asezd of tte ecsotrset imftnowriilft laS^sss «ucb «»- 
pca^turce are a prgi^er port of pveeon^xaet eootc. fin text of mibsuam- 
SKU|b (h) iaducles e£lsiDistra,ti.Te guldellDcs nod procedaxal auGSMtlOBS 
vith xcrtloular erijT^tfvnlF m alvscce af^.^oeaiezite* 

tCtilaai tocptiisr« all of these proviaicsas ehomlf? to of greet 
asBicitocce in el1r;tna.t.1n£ ocasc of HiSt ocaotrcnrcvsiea of tlie past. 
r<:llin:: Covtz ( rei'aryaTh 15-a3S.37>: 

r^ibixiXE^tiiii (c) pszBlte His alLovaoce of aalestaea'a or aesnte* 
foes (ad ccesEdsslafas to booa fi^ csaslc^ees or oellinu a^faaciee Bain- 
taincid ty Mis cocxU^tcr for tlid puzpose of aecurin^ buaioesa. In tte 
cOd pz'Inciplec, p&rc;;Eupi 15-20^(4) provided tbat coEnissiaaa and Unuaee 
ill ccsiiioctiOQ vith ootaiulQ«:; or xtccorbiating for epv&aaaxmt eootracta vere 
uoaUawable. However^ It is iscxxrtaat to note the last sentence of au3>* 
pcox&Graib ()>) i&cre the factors tipaa Mblxix flnorahnity of selling coots 
vill "be dep(^ent are set out. Sie pntfwinia is on t2ie ahwiag of 
rcascsiabiA beaaef it to the Oofvezsaatt. 

Tergdnftticn Costs (laragngfa 15«a>5«te) ; 

file itess cor^ned in ihis pazagcagli piLus the coverage of either 
BiS> Jeets in the aev cost prlnciplea vOl st^esseae the principle iftiich 
tuxvQ px«vlously l»eax osq^dLic&ble to terminations in S ec tion VZIZ. 
VSac change in the troatDent of isctexost as aaitlQUCid al»onre is iiiyntant. 
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ffp«cificmlly provided ia p^ci^i^^ 
to tkc •zteat tk&t U* 



ar* ' 



r«*»oMU« Ut tht writ— re«B4«i^«^S4ii*;^^^ \ 
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^ . Covering Brief 

FROaai: To furnish data on recruitment corts of engineering ^aad 
scientific personnel as re^iuested hy the Sub-Conmlttee on Maojpaver ^^^^ 

^ / . \- " " ^ -^i:"*' - - •'•5" -JUz^^pV; 

Otillaatlon of the House CoBKlttee on Bost Office and Civil Serrice^v^ > 
EA^KDROJHDs In a letter dated Jianusry 20, I960, Cheliaaa Jiaaes C.U:« 

' ^ , , Jv-:^. •'-^^ -'f-^' ^ "t'". 

Darls of the Sub*CoBBLlttee requested a report on personnel recrultliv : ; 
costs In FY 1939 of a saaple of Defense contractors. In order to 
the effectiveness of Defanse policies la /'adjudging the recrultanent : : 

expenditures by Defanse contractors.** The requested atisly parsJlelad ^ 
a report for FY 1956 vhlch was furnished to the Ccotlttee. Hoverer, the . , 
n 1959 stud}' vas Halted to engineers and scientists vlth degrees or 
experience equivalent to a degree, vhlle the earlier study did not ' '\ 
contain this Hailtatlon and therefon'also Included supportlxig technical 
personnel. /-/.-^^^ r^.^-i :-f - 

DISCUSS 101! ; The attached lists suhsdtted hy the An^^, lavy and Air Poree 
in response to the CcBBlttee request contain data for 102 conpanles vhlch 
have been assigned maserlcal codes to avoid revealing their Identltlee. 
Of the totals 76 had a preponderance of sales (sore than 50^) to the 
Oovemnent vhlle the other 26 had a preponderance of saies to non-^govennental 
.organizations. " ^ ' ' i> ^ '* ^ . ^T'S 

In IT 1959 recruiting eostis^^^ i^^ enginM^ and Mlentlsts ave^^ 



$1,022 per neir fbr ccq^^ do^^b^^ 

ccnpared to $751 for cosgianles selling aos1ijtO;nop«' g^ 

In the case of the foxmer group, such recruiting e^^^ repiiresented $1*97 

per ^,000 of sales, lAiile in the ease of the latter, they represented $«$6 

per $1,000 of sales. Alaost one-third cdT the recruiting eosti of the Ii. 






It business" group vMt f or help-vantad ads/.as a^alxst sU^tly 
in one-fouptli for the "coanerciji "business" flriM«;/.H^^^ . v''?:' 
Bctt^roups Ixcressed tLe slit of tlieir engineering aid »cl^ 



•rteffs between ^e beginning 
business''' gro\J5> loji aiki''tlie' other ^^^^^ va« " W^- 

hlgiier for the fomer group i^i^.p^) .than for the latter (12•3J^)♦^^.^,^^^^^ 

Although figures for FY 1959 sir«^^^ ^55$ - 

because of the inclusion In ^e latter of irapportlag technical peradooiMlj the 



Ccssndttee probably vlU ccxrpare aveaage recrultaent eosta for theae pariodLa 
In tabular font the cOBoparatire figurea are as follovat \ 



Fiscal Year 

AH Coppanles in Sa^gde 

FY 1959 
FY 1956 
< Increase 

Identical Ccappa^iies 
Reported li: Each "Year 

FY 1959 
FY 1956 
5 Increaae 



HOp of CoBpaaies 
0 > 50it^ 51 - 100 % 



Recraitaant Coata v 
Per lev Hlra ; 

0 - y^'^fi- 



26 
56 



76 
97 



55X 



9 
9 



39 
39 



$776 
295 
163$ 



i»d2 
112JI 



♦1,100 
166J( 



i i 



J^feiyto ratio of OorersBent aalea to total. 



In texM of all coopanies lA the aasQ^e^ tboae vlth a pr^ 
ot Ooreraaent bualness aho%^ an Inu^r^ 112^^ 1^ 

cost betveen FY 1^ axvi |T i959# aboval aa incraaae 



of 36^/ Boirrrer^ for identidQ coBpaniaa reppj^e^ In both yean/ ue increaae 
l."about the^aaiae1l65^K^/^^^ ^ 



PJCONMSSaATIOi I That you aign latter tranamittlng liats (vithiout avgr 



auaraary data) to the CcB&ittea# 





;'%>art£^ ■ Contained,- l4/'iwl>3^! ' RrtjacljpaeiU-?^^ 




pSig-'^>oiinaI^^^ the'^«w'Uw;'vit that -tht ^ite 

sua^Jfijnls mlloittklU V arte reMo^ --^-^jv^^^-.v^-^^^^^^ 



e.^ x-.jiat:l(». It dcais oaiy' vith'.trslnli:^ .for the purpcoe "of ti{v&mdiiai(: V Hv' 
ii^t/ lechnicel tLi^; scientific Mplx>yt^ on fiefea«' . 

-?^rr?it?^c:ta, aad l«yth'"that rtipeci' A^ affoirtlnff 1>ett»r pi^rfbii^ 

f^^ie. DC def Mifle cccitiBCti la thlj^ period of milLtejr/ rtfrffhr^irU for ^jrodliicrtft 

•le, - .a^ at *olvlii3 ^t2» -o^^r8^ probljoa In -^-f-'^/l'tjL^ 

tor sutli' 'eei»n4.je4ucAtlo^ piorpoKe A^alA ;te;:)»DdUed'-l!iy ;t!2« 

^' ''^ ""^ 5*?^ J^^%^ 'ia' fiwi; 

'iftdcaj .In ;ftrwnr»d 14iio^^^liH^ 




if 



>^ 1 012 - V'^|: ^ .i ^.-;V.-V ; , „BOXI^S AND LNSURANCE^ ; \ Rer^ 'is Jol 195^ f-' ^ 

y <X)riini^-y!t^^ :th^;iioW''^^ ihe:';yene8tfl ar^/pa^d .'.te^^ 

tr^^^l IJsuadl^^ ielipbie lor crM>8t:gT0Up iiburance;ben^t6 f ig^^^^^ 

.: af tei^a' Jo 3 ..months ot^^f^ervicpM'.&iy^^y:^^ v^pV-^jfelv" 

5t^-T t^^?^^ grbuji^ insurance plM for hospital aiid sur^ical v : vjj^^^-^^^^ 

l>cnefits if^^ ..dependents* 1^^! 

benefits is sometimies borne l^jr the etnp^ 




The^ 
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administrative c<m 

8urai^(b'berie^ " In j^m^ ^ toeceSwa^^ 

with the performance of AF tiontnictsj, 1^ be ^ ^ i&SI 

only after considering the wages and other fringe benefiti^^ to 
em^oyees' of 1 Xonsideration inu be givci^^^ 

the general level of total wages and benefits for emploiyecf in si^ 
in the immediate geographical vicinity. If the contractor is engaged prin-^^ v 
cipally in commercial operations, there is little Ukelihood that t^ljrow 
insurance benefits yriU be tmrea^^ because of competitive reBsat^ 
However! where a contractor is primarily w^ -Govexi^^ 
tracts, the restrainU imposed by conipeUtion may be Ucking and a. 
reviewby the administrative contracting officer muay be indicat^ p^^^ 
^^To^Ol Jl Vie and Occupancy Insurance. , . , . i V ; . . ^ ^i;^ -iiC^^. ■ v. \ 
^ ^ Use tind Occupancy or Business Interruption Im 
form of insurance which indemnifies the contractor for certaU Ibsses 
incurred during a period of interruption or suspension of business opera- 
tions resulting from physical damage to property essential to the conduct „ 
of business. The contractor is indemnified Ibr loss on account of fixed | 
charges and other expenses which accrue during such period and for loss ■ 
of net profit which the contractor is prevented from earning. The amount 
of indemnity purchased under this form of insurance is based on the prob-;; 
able loss the contractor would sustain during the period of interruption 
or suspension of business operations. The premium charge is based on 
the aggregate indemnity under the policy.. 

(b) (1) WTien costs in connection with Use and Occupancy Insur- 
ance are presented for allowance, the aggregate indenmity available will 
be analyzed. Only that percentege of toUl insurance cost which is identic 
fiable with indemnity benefits determined to be accepteble ivithin the 
Intent of subparagraph (2) below will be allowed. ^ t - 

(2) Costa of insuring those items of fixed x^rges and oth^^^^ 
expenses, which arc allowable items of costs in AF contracts, wiU be cbn-^ 
•idered allowable. Such fixed charges and other expenses include, but are. 
no% ltmlte«l to, salaries of employees under contract and other key em-- 
pV>y«^*. irnts, most insurance premiums, and charges for non-cancellable 
. cant racu for lighU beaU'or pow»^.i:^K^^^^^^va^ 

^ l^Qmr taxetr^dn nationifana oi>rtain ad^ert!sT ^4 
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7560/Aero4et-Oen»l 
12 Fc»> i960 



From: Officer la Charge, V* 6* Iwy Area Aaaiit Off lee» los AngeleB 
So: Coqptxoller of the lavy (ICT) 

8id>Jt Aerojet-Oeneral Coxporation, Asusa, California - 8e7lew of cootractor'e 
re^ieet ftor oBendqeat of niHfAn^ coat relJtouraeaMnt type contracts 
to tbeozporate aev eontxact ebat prlaeipleB 

Ref : (a) HavConpt Itr Km, JJD-^t of 88 Dec 1959 

(b) Aerojet-tienewa Itr 9S0tlkZk, «R:lk of 17 D« 1959 to 
As6t.8ee7.])ef. (SIL) 

1. In accordance irtth revieet In reference (a) a rertev has been aade of 
the contractor's contenUons that only a negUglble difference in rela- 
buraable costs nould result from the vfic of the neir cost principles 
(ASPR RCTlslon Bo. 50) rather than those cost principles currently Sneor- 
porated In cost relsburseBent type contracts* Ihls review «bs eonducted 
m conjunction Tilth the Air Force auditor cognlMnt of the e<mtractor»s 
Sacramento divisions* 

2. In reference (b) the contractor preaeated considerable detail concerning 
the contracts and subcontracts under vhldi It Is perfoxslng «ork for the 
Govennaeiit. Based on the year ended 30 fcnreAer 1959 the contractor's 
business may l>e sianarlced as fbUowst 

Cost of Sales 
doBtJhtt^ Fixed-Price lotal 
(5ooaH5tS) 



♦ 29,666 $ 7,56k $37,230 
163»2^ 4^ I63i715 



Prime contracts 
Savy 

Air Vbree _ ^ «.l « ti-e 

Aav 2*50<> 7»Jg5 

Other Ooveraneat 7A96 793 7«9o9 

Su&)OontraetB nndber OuiKUiiMint . ^ 

ng^533 12.233 128.766 

Stotal QovenneBt l321>99e #23*563 |3^5A55 

_____ a)3 203 



Sbtal i321.592 » 23>766 to»5,3 



OCl 

75&>/AexoJ«t-Geix*X 

3. Ho sound conclusions could be readied as to the effect of the aew cost 
principles on the reiBftmrseiBeot of costs to Aerojet hecsuse (a) it vas not 
practicable to detexsdne the effect of the nev principles on the relatoursable 
costs of Aerojet eubcoatractore, and (h) the «cteat end cott pf the Inde- 
pendent research and develoipment program i^jiCh Aerojet ai^t porBue la 190O 
and svibsegcaeat years la not presently knovu- 

k. With respect to si&eontractors' costs^ It vas detenained that Aerojet 
now has ninety-two siibcontrsets issued to sBproJCiaat^ly fbrty ei^contrac- 
tors in the aggregate esxnmt of *38,83l,1PO» principles 
npeer to be sooinihat iK>re Uberal then the old principles, parUeularly 
in the Areas of research axkd developaent and selling eosts> it wuld 
appear reasonable to essuxoe that the »»ibcontractors* reirtwirsitole cost 
liould increaae. The ertent of any such potential increase could net be 
deteznined unless a survey vas aade of all AeroJet*s B\d>eontraetor8. 

5. VI th respect to Aerojet cum costs, a review of the provisions of 
ASPR Revision So. ?) reveals that the only area of potential significaat 
difference in reiitf)urseible costs involves the cOntractor»s independent 
research and development costs. In order to test the contractor's 
contention that the effect of the use of the nev cost principles iwuld 
be negligible, a eoi^parison vas nade of the effect of the old and nev 
cost principles en overhead relabursetole iinder 6ost-type contracts for 
the fiscal year ended 3P Hoveaber 1958. Bie contractor»a 1958 fiscal 
year vas used beeauae it is the apst recent year fbr vhich all the in- 
fonaation needed to aake the con5?arison vas sivailiibie. Ihe results of 
this conparison are sumarised as foUofvst 

ft>tal Aerojet overhead that vould be rel*ursd>le 

under CFFF contracts and siibeontracts for the 1958 

fiscal year if costs vera detenained in accordance ^ 

vith the new cost principles |b«>,e5o,000 

fbtal Aerojet overhead detersdnedL to be reimbursable 

under CEBt contracts and subcontracts for the 1958 ^ . 

fiscal year in aecoxdanee mth «be oii cost principles fe».6g».000 

T Ty reaae in relflfcursaible overhead resulting txt m 

the en^Ueation of the nev principles • ell COPfT * 

vork perfbxaed by Asxojet f 38fOw> 

less - sppllefl>>le to prme contracts mth 

Qovezvment agencies other then Pepartfasat . 

of Defense sai suibccatraets 9«000 

Xnerease ^gpUetSaU to prlae cootraets vith the * 
Departasnt of Defense immmSiSSm 
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IN REPLY REFER TO: 



m isco 



920:2290 



Tho HoaoroMe Philip L«&outilU«r* Jr« 
AeUag Astlstaat S«er«terf of O^foMS 

(Sc^pt/ «&d JLogUUes) 
The F«&ta|^ 
Wftshingtoa 2S« D. C. 



Subject: 



Reference: 



Ameadlag Cpotraete to lacorporAte New Contrad 
Cost Priacijtlea Iseued November 2* 19S9 

(a) letter from Aerj^^«Ceaeral Corporatioft to 
the Aeeietast SecrlMary of Defease (&93^1y 
and Logistics)* dated December 17* t959t 
Serial 920:1424 £SR:Uc 

(b) Letter from Assistant Secretary of Defense 
to Aerojet-General Corporatlon« dated 
December 29t 19S9t Serial: CR 

^lydear lvlr, Le&outilUer: 

Xa c(mnection with Aerojet-General Corporatioa's offer* reference («)« 
to servo as a pilot company in estabUShin|; a procedure for amendizxg 
contracts to incorporate the new C<mtract Cost Principles and la response 
to the request contained la reference (b)« we have contacted prime con- 
tractors to ascertala ^elr roa^tlMi to amending tilelr Mbceatracta wift 
this ceo^any to incorporate f^tut new Ckwtrnct Coat Prlaelploa. 

To date» this aoatter bat been dlscossed wilb tbo Lockheed JrfltsUe Systems 
Division and ttko Douglas Aircraft Cempaay» lae. At tbe l^ddieod cotqpany, 
the matter was dlscossed with Mr, Roy Aaderaeo* Manager of Fiaaace* and 
Mr. Harry Kohl* Materiel Director. It was ^elr opinion that there would 
be no object^ by the Lockheed company to amending its esbcostraete to 
lacorporate the aew Contract Cost Prlaelplea provided ao advereo coat 
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impact aro«*. Aarojat-Cmral Coyporatiim was advised to aubmit formal 
written requests tor Bueh amwadments which could ba axpacted to recaiva 
a favorable action by the Lockhaed company. 

Tha Dottgtaa company rapraaantativa with whom tha matUr waa dlaeoaaad 
la 2^. jr. R. ShaUon, Managar • Mi^Jbr Siibcoi^acta. This gantlamaa 
aUted that tha DeuglM company haa so objacti^ to Incorporating tha new 
Contract Coat Frlnci^aa in ita aiibcontracta. finch iman d mante «a iaauad 
would ba aubjact to ^ cuatomary raviaw and approval by rasidant govam- 
mant paraoanal under tha tarma ol «ha prima aoatracts held by tha Deuglat 
coaapaayw . - ■ ' ■t- 

The aigniiieanca of lha viawpolnia of thaaa two m«J[or prima contractor a ia 
highlight^ by the doUar n«gnitttde of si^coatracts which Aarojet-Oeneral 
Corporation is perforxsxlhg for thtva. As of January 31» I960, the total 
dollar value of aubcmitracts being performed for tha I«ckhead company by 
Aerojet^Gtatil'ilrC^llM^i^ «^ VH^t84r^iMi]^, atfrcootraeta in 

performance fbr'^lhe Dtluglia c^znpsby bf Aarojet-Qe Corporation at 
that date totaled $14, 898, 681. While these figures Include aome fixed-price 
aubcontratts, the vast prapoa^a nrO on a CPFF 

basis. Although hief^^ii^i^ figuril^ fc»r the period ttdlng February 29, 
1960 ara not yit aV^^lliblet-viy d«^^ firbiil tttoaa reported above would 
be most likely to increase the aim^imtS 'involved. 

Aerojet* Ge&erlLl Cor2^ration a|>precilite8 the opportunity to report thia 
information fbr your cbnsfdef ation 1^ we ar«i hopeful of rendering furtiier 
assistance in your efforts to establish a procedure for amending existing 
contracts to include the new Cmtract Cost Principles. 

^ >-■'■-■- ■■ ■ Vary teoly youra,- - 

AEROJET-GEMEItAL CORPORATIOH 

>... 




B. A. Kvlat 
Director »f Contract Administration ^ 



OCX 



It IB believed that tbe X9S9 fiscal year wlA yielA eon^arcible results 
except that a greater proportion of the inereaae vouIA be ^pplletf>le 
to prime eoatraota tiith other Oovezanent aeeneiiie and to eiibeoBtiraete 
tmdifer O uv e xaia e u t prlaea* 

6* Tt» for^jbg tdralatien ig^peani to eusport the costreetw's eon* 
tentioDSy ainise the Iscrease ia reisfctureehle overhead coat under Xkpart* 
laent of Defense prlae cotatraots is negligiblej| i*e* egppraxiaAteJgr »0$ percent. 
Xn all pro!bift>iUtgr the increased eest to bo^ this office and the contractor 
ineideiit to adxBinistering contracts under two sets of cost principles 
sixmiitanaouBl^ liould be greater then the eatiaated increase in o ter h esd 
cost in 19^. tbitefer, it should be noted that the increase is due 
entirely to the difference in ^ reiifcurseibility of ijaaependent research 
and developaent costs under the acv principles aa Coiq^ared to the old 
principles. Za the contractor incurred ^1,000 of direct costs 
in its independent resear^ and develcpiaent pxograa. 2b a stspplement 
to reference (b) the contractor has proposed an independent research 
and developaent progrm of orer ^^000^000. Xhia proposal vas subnltted 
by the contractor for the purpoee of executing an advance aereeoent in 
accordance vith the new ASPR cost principles, pax^graph 15-20$. 35(h). 
Until it is knovn hov auch of this progran vili be approved or vbat 
cost aharlTie arrangements wliX be iipiiced out, no conclusion can be 
reached as to probable effect of the nev CMt principles on Mro^ct*s 
relid&inrsehle costs for the i960 fiscal year. 

7. She Director, Vestern District, Auditor General USAT, eoneurs. 
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DEPARTMENT OF THE NAVY 

OFFICE OF THE COMPTROUJER 
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^ 8 FEB laou 



lIBSaSAlIDUr« FOR K* KIICCRB, Office of Aesistimt Secretary of Defense 

(Ccciptroller} 

Subj: Aerojet General Corparatlon - Beport eettins f earth results of 
revlw of contractoflr'e req^e8t for aaendaent of cxistine cost- 
reiiafaiirscsoent type cdaxtracts Co incdxporate lieir contract = 
Cost Mnciples 

Eacl: (1) !IVo copies of IIAAO, lA Itr, OCl, 756o/Aerojet Oen'l of 
12 Feb i960 

(2) OVo copies of KAAO, Wash. Itr, SO, A6-7> Aerojet Gca. .Corp-, At 
lantic IMLv. of S3 Jan ISXSO 

1 The enclosures are forwarded in response to the addressee *& request 
for a report on tlie subject continctor's proposal to amend its existing 
cost reimbursement type contracts to inco3rpqrate the nevr contract Cost 
Principles (/iSPE, Sect- XV, Part 2, as revised by ASPE Itevisioa Ifo. 50)- 



J B KACKIiX 
Assistant CcqptroUer 
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Sen C> Y^f6^ 






Enc3i 



tolrrUAen. Ui ■--oa.'uftc^lca vlOi tl«? Air rorc;e «w,lita« cc-?:l«u3t of toe ,; 
* fwv^*' e^'fercficcf iii tSe t esta r^lBv'wrt*:-^:' e u?Kl»ir tiic »cv ?50rt 

iS'^^el to this orrio* . ta U.c ■:rrt^i.-t of eiie .tlv.r .oora.ta,.tlcn 
tb.-ecie*?aa*:uie for tH« aadU a-. S^u-nwactto arsd thc*« that »1U . .. 
3. '■jtrticii:!^^£t*atlm'i^ the rfflctri^tjr^-jA^^yei* 

■ ercwry -Of tii# >a»trBai»-^^ .■ ■ 

cost priac lpiM . ■ ■Ca^i<m.^^:m^^-V^^M^^ -^^^^ ■ 

if It Ifi faa4 :i»ticti-^2«.;to -l^-xtj^ stat«i«^ > 5*?!?*! ''**'. 5 




; ... • . ' . Hem 

£«r: 

5. la ttio interest exT •iJ5>UfyUi5 caasia«:atlaa 6r. the ctmitxtictini 
rejpwBt •! th« dj^RTtoeotfil tb* om^^ rwxxrt/ irltw to 

rulsaiMloa to tii:* oTfice Vy the tA<5r«M*c; ^i^joold be revlwcd vm 
Air Jiorcc IHctrict ftUrector sad «Gre'«a«t reacbea oo ill poiaU 
IX poe»ll3f . Cwcrer , if Aifrer«xc«* of ppialoe rerelii, tb«»« 
fthaud be iicntlocai fifid the bcdl« fw tiic ilTferlae vlOTpeicta «- * i 
pl&l&ad* "■ ,, ,,v; . :, - - ---r 

6^ Hy corgr of tMs letter, tofiirtiier Vith » cojy of Wloro^^^^ tbo 
Oifi<xt in Cbiix;c, l^J,0 Vu«UJ^4tca; U resucttcd to furtdti e »«pcx»to' 
report rclauvo to tLa tc«t xeltilur»o«ait tjve costxt^*t L«lac pcrfatw?d 
by Aerojet -OciiarU Ccrpcaxtioa at the rrc^ierld, ^ia7lluQd, plant. Xn 
vley oi tloc rc xU-.xjv size ou the irciarick cpcrciticaifi aid the 

d.-.staA. es imraJvcd tic report ao«d not 1« coardiaaui viti &V»0 I06 
A.iCc3o«; 2i2vrvex, copy of sucb report tiiauld bo ixanlajied to ti»t 
ou'fice. •'„■. . ; ., .-„:..,.:,.-,. ^ . 

7 It i« n?su«tod t^iT-t re?ly to t'^a requoct be crpod:tc4 to tU 



/^siet^^it CaB7tr&2l«r 

C077 to: 

a.jii- (Cor-jtrolicr) Attaa: Mr laca* 



I twvt ypv ifitir of 17 Pt&Aar 1959 in 
«• vlth ttttfiSaiarcSkU ^taupmi lBtaBi(U<i» la 

«d gilwg cwaitrMfta* 

MqaeiM tla» ^ ^ogBisaBt Magli tgftnqr ef ireur tea* effl«t 

filctfit« to bd iB t^eb vtUi jengi u •ooa m posslbl* fbr ttas parpoa* of 
«V4Xmtifig tlie tep«et of tlM ooft priai»S|iloi on your fBiSUUAe 0o»- 
tr«e^ft« Tte AlT l^rosf iM^t bst o»^Miifl» of yoM? Sooraaoslo 
]^«8i« «iU OMtst il» Sair Sa lU owlttvUoa* 

A« MiitlMod teriae four vomb^ 'Visit to tte PMUcm» tlao 
w^jlos of wcarU^ iA muAmA trm y&at pclm potAn^lat, la thooo 
}««t«a6«« vliaarft ii079i«t«<ioisatr^ is oeiiag m o wbeM(trsOiar» atqr 
Ff««esi «os» »t^»st«iti«l 4iffieaItlo«. too onu te of firUter o«8iit>- 

to OS it yott voaid ooaUwt a f «w of jfoar prlasa ooairaetora to 
aee«ri«lfi their ««iotioa to awoiliBg tboir aag<o9tr»ets to 70Q# ovoa 
if %it^ tiMOBdlioo ««ro aoi ot tlw tiae OOt cw to tfat aoir ooxt 
porifioiploo* 

liMXo «o «ro laiUatlas tlw aotioo iadiootud ibova as aooa 
poBsliao, I oa fwo U«t fott op^rooi4te t!w* m «»• aot jwt la • pwl- 
tlca to siW TOO poftitivs Asourttoa i!wt fcm osdotii^ eostroeto vin 
h9 aara^ «a of I iPooodbor tb laoorporoto tb» aov ooft (riaolploo* 
tea «1U» i»u«v«r» a«Ok to rooolva Uis a«tt<r at tbm oarlloit posalUo 
tiae, *«ala, ai7 I «i»x»a» aar lialpm 
ia tbia aattor* 



»lr«etw of Ceoti^l#ia 
4i«roJ«t«CaMr8l CoralkinitiM 
A«iia«« Califonla 




■ Philip I.c3c';lt.iUi62'a ^-ri 

PHILIP LeEOlfllLLIES, JR.- 
Acting Assistant Secretary of Defense 

CoordSaatad irtthi 

Itp. BanMTsaa 
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CO?EaiR BRZe? 
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T6i Th* AsflcUst SMr«ta7 of Def MM^ €^ 
fKM$ liijm^iw^f^ H o cwmm A iPibiliir! ^ ^ 

f&^Osat T« Mflpoad to • lottor dated 17 TittnimT 1959 tram tho 

jUroJet-GeMral Corporation yibiA offarod th* aarrloaa of AaroJot* 

Cwi^al aa a pilot eoe^>eagr to iioric out tha pMUlmM of oiittlBs owr 
ooBipai^at fcwM t!te tbo iMnr obatraet oiat ^iiMiplM* 

filaafJBiaa* Tha Aer^Jet-Ooaoral lattar r#qEOal^ that aU of Its eontraeta. j 
In^^tJdlng those la i&ich the ooa^ 11 a aDbeoatraelor to other priaa v 
cootr8rtoi|, Ja cot ojar to the &ev ocmtraet «>rt Vlwlplea as of 1 Decaober ^ 
1959 (tho beglmdag of a bbv fiscal year)* The Cosgiaiy offered Its aer^ 
jlee? as a pilot tstxs^ a&d proTi<ied a detailed listing of bontracts «hld» 
total approadaately 805 alllloo dollars. The Coapai^ also fUmlahed an 
analysis of the effect ^^^^^ aev cost principles on their exlsllag ooo* 
tracts. Indicating that "Based on the" preceding aaalyslsi Aerojet-General >C 
qorporatlwi concurs In tho oplaloa of the Depi^tnent of Defense, as ex- ^ t 
pressed la tiwi q^stlons eiid answers pulillshed ltt*o^anectlon with pubUca* 
tlon of the iew c(»jtract cost |)rlnclples, to the effect that operUlng 

^cted to rosBlt la Increased eosts to 

the Depaiftieat of Defease** 

,i ^* • S>W5) Ttm the Fttlltaxy Departaents studylae the 

dlffloat problesis linre the aneiiaiBat of extstlag oontractsto 

Ineorpcarate the aev cost prlaclples* Thii grKfOp will aeet agala on 
5^january. Sdpe of otir people havo^ M^^ «ith r^preaeatstlves 

of the Genera icOountlag C^^ and AiHler dlieussidos are cootaoplated. 
Wo think that e qalck look et tJie Aorojet-Ceaeral eltttatloa wHl provide 
us with taluaiae iiiforaatioB ia oar overall eoasldaratloa of this probloB, 
Ve ooBtflB^te iMttlag aa opllfylae MabraBtaa to the Kllltaxy Smartnants 
oa this Mltieei as aooa as posslhia* 



. ^ awtatlae, ve Im related ihi audit aiaaeata of the Kavy 
and Air fbroe to aake aa IsBodlate appraisal of Aeroiet-Geaeral'e « 
teetloB that the ^>plleatloa of the aiev Oost prlaelples to axisfelaa 
treoU «m Im ao aaterlal •f<^. ^ 

BffftfTniftnrlntilait That tsq oigi the attaohsd lotter. 



SfiSidiAfilifi&i A$D mcoro). 





NEADOUAKTitt 
AIR MATEMEL COMMAND 
v M^fe^; : ilMITED STATES Alt MtCS 

i «ttoirr«rATTitioii air pmci ias^ 





__^J5^;li•'■^^^;:Vy•":■ 



... ., Offi^*^" Deputy ,ChU# ©f ^toff,^*llt«rtill{f^|^i^S^ 

•pparently aswiaae that all Depertaent ef ItefeB»e pr»eure!s«nt« are 
TAde in ti** •nTlrmnoent ©f •ff««tl>'e prl«« •oicpetltloB. Hov«T«r, th» 
fo««t of the Mrk«t pl«e« •nd ©cmretltlr© »otr«lat« are iwt . f rarent 
la a »ubet«ntial part af ICD praeureiaent actiena. To icnora thle 
fundaaifntal feet U ta l^BO ra tha *a«ie aaute of tte ft^^^ 
pricing rrablaaaa.' .<.:r:^X:i:y ..:-S^Hi'ii^-,^ 

2, lidu8try»8 coBiaiftti ar» in fi^a principal nreaa vhieh we will 
dleeuaa IndlTiauallj. Baaefl on thif praalao follovlnf ar« cosssenta 
reearaing tto fire prlnelpal araaa ecTerofl l» *ha Inrtuatry letteri ■ 

A« P«»ecmltloo of all noriMl anfl larltitaBto coato 

IrtuBtiy»o poaltlon an thla aubioet Indleatoc an apparaot 
aeelre ftr guarantood ooata and. to «Xtent euarantew! profit. 
Micb hae baen lAda ©f tha IneooBletenelaa Ifc the ragiletJon where certain j 
ecsta ere dealt with aeccrdlng to function nnd ©there ore dealt with f 
according to objaot. AdTortialne la an ax«npla cited by Ini»-ustty «e , 
llluetratlng an Inocnaletoncy which thoy »ay le objecticnable. .^re ere, 
beweTer, ether a© at a role tod t© ©bJeetlTot which beeouae of public ^ ^ 
policy and na • »ttor of equity ehould not bo roeognloed in ^prerniaent , 
rticlng. in oxnajplc la proaoeutlon ©f olalno ogainat the ^jTewant, - v 
onterteinaent oxpenoe or contrlbutlcna te orffnlnatlwe oeekUg t^^^ 
fluenoe leglalotlon. All of thaee ©oata,- froK Induatry'a aW^^^^^^^^ 
i»y bo prepor and ordinary bv^lnoaa oxpenaoo. Itoworer, fi^%jj« Cot 
roint of Tiew,~lt'wpuld '^Bet be :pr©per t© roeopilxe; tbeae 'eo.atf 
goTemiofnt ohould i»t bo In • poeltlon of eupport lng >e>T3Pnts nod^ In y 
■ prooeeuticn of 'elaliM agoinat ^:itoelfa >^induotry :ttaW?v^: f 
cpfttraetoro wot rtcorer all eeate ineurrod, ooMhow fend ^ecewhere.. j^^^^^^^^ 



•J 



■fit. 

■• i 





While Inauf try ^ill •^iemt ^h^^i^^.^ .^i " 




COS. recevexy le curpently jrepentJln conwrcl*! l^uVUeer aj^^W tie 

•raluat. .a of eo«t baw. rather than rigid rulaa of allcwiiia 6a& ^Ib^-^-^:^'^-'-. 
a.lrvance »«Lera aatlaiated .ecata tiv ,a faetar la aw Wing at rrlea ^---'^'^^ 
liill ir' ^ "jeotljjtloo rrtfca^ut^ inherent In fixi3%ice^^c^ 

chance to^ Ju/.tlfjr thr .lerarxf exf-en^ Ituras ' ecntearlataa'^^nl^S-;^^- ■ 
\ P. >a»a«bl>wee"ang^'il3rr ^mW 

ef.ec.lTe eorsr^titlTe fcrcas are alweyp pw8.nt in DCD pircw-reaeet . -Jn-^^ 

; L ! ***** «»rcl8ed u a aalaetlTe b.eie *itr r^f^Rt 

tc eftin«>tei coeta patbar than aeceptlnc th. -all ceaf ccncer^t tf - .v^^:?: 




im^j--^:.4--....r.-.,. 



r*^>it In ^™ ?i;**2 ftronglj erlnee thatch. Irapeiad treti^icne *.in" . 
r^alt in fcmul. rrle:n«. i'or-aa Pricing naad n.t He eeeaarily result 
fS? 1 ''f rfin-in*.. ItlB la a*P*eially true in aJ^a. it 

rro^-ectire pricing nhere coat aaticataa ira nrt.tba iiele:aetenrln*.nt v W;: 
.or ;;rlcing. In thope eaws where cwt Wtlmtea %r»' a 
ccacen^ if vlth the le^al of aat lasted eo.t. «»d aaconrfai^ cc^beL 

vUl often reault in dlfferaaeac «f .^plnUi W^iatiitita* --^^i^S^ %ir ^ . 

to^proTlda the beat Ineantlta to efficiency by nfligitl^tinr;pi-ieaf ^ch " 
-ill aacouraea •ont««t«,ra:ia^:coi»t,tl^eert.. ^ »a% Icr^^fe ^ '^.s 
^rernaeat nagotlatera «»et .laTe Utomtion^rmeBtiint'm^^^^ 
lie Induetty^apckeeaan atatea,;fV«>pp,^ prin,}isil.i't6m^m^mm'S^ 
?rtJ ^•%«*:>^t«^*.*?^*M^*«>r-nefcotlatln^T^ 

ceta and ecat .aaUE»tea.fpr:;rTeparation-,^ Jila'propoaalP ^^^Is ty ^Jva:^^^.;''^ 
rcaduetad- In a :'raccua?. 





I*. Sff»ctlv» Pat* ^ . ; 

^ .^>-, . '! Inffuatry posltiuj on this iclnt."ic. 






..diTld-«l It*:^ of coft .ine. tL« iKC po.ltl« hat eftablULaTir, ' - 

tut the iri^lpl. of ah-rlne general ^i^frch •"enL^^h 
w;.:ae bus-.neee la aubataatlally aU ccrerawmt bTaatabUpbed. Thi 
-'u«^^ "AIT^^*' "^^^-i '"'"^ «TlTed by both th.lcTcmt'nt 
^^1^!^ ^'''•'^i ""•reh. It al« place. , aaaaure cf ix.ceatJve 
eontr.ctor. tp..,.r.lM p,ud.nt eont,.l Of t.elr 

err.trectcre vhoae bualae.i. It primarily corBarelal alaea the aTrr-^l i. 
.uto^erlc by the »onnel metho<' of .no«tl« S JJaim r.^aa^ch clf t to 
caasMrclal and foTe-naeftt huelna»«.. e'-*"^ raaearca ccst to 

y . . . ^* »°''«"*«ad tut thlB eor.eept ha* beeo reflectai in th* 
2ete,t draft coT.rlne ra—n^h «uJ daraloiiDt d.t^ irKoJe^lr ic?^ 



Colonel, QSAf .^-'U: ■ 'x ■■':'v^/'£-/,r: 
Chief, frieinf end FlnaneUl I)lrii.lon 

^reotente ef ft*eureB>ent end ? 

, . .ft*du*ttla« . 



L i u.lj p j i .iU i »,Jt.ffM,iiyijtL«y ii.p yjip ii! ;i|U P ^JJi^^^^^ \ 





th*t oxrrarrt policy jrotlding 2*„??™*S^^ ia * ftriotJjr • 

Urns ^« «>«^ S2j!^'J^«^ tSu^^^ 

officer »y ««SiS. \i5^^H*S cStraoW 1. tk« 
ar* l*J^8«lT to^S ootttrMttnt omoff to r»cognU« ^ 



■I 



-J 



I 



n- n«miw*»2» is^j2?*S?« ^"Sa^iiSSS •ottTiti-rtM 



